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PART I
Item 1. Business
General

PFSweb is an internationalsiness procesoutsourcingrovider ofendto-endeCommercesolutions PFSweb
provides these solutiois major brand name companies seekinggtmizetheir supply chain and ®nhanceheir
traditional and onlinebusinesschannels andnitiatives Through oureCOS.com® business unit, we are also
leading multic at egory online discound aertai l-eame rodichandisdvy Wb miah ad s ¢
derive our revenues from three business segméhteCommerce anbdusiness process outsourcirt), master
distributionand3) online discountetailing

First, in oureCommerce andusiness process outsourcing business segment operated by our Priority Fulfillment

Services subsidiaries (APFSo0), we deri ve oindividualevenues
business transactions on our <clientsd behalf. These bu
or an email, the design and hosting of a client wste, supporting an email marketing campaigime deployment

of an eCommerceechnology platformt he r ecei pt and storage of a clientés
products to meet a clientés specifications, the shipp|
a complex set of electronic data tram¢ai ons designed to keep our clientds

records in balancendbr the processing of a returned package. Iretbemmerce andusiness process outsourcing
segment, we do not own the inventory or the resulting accounts abt®eibut provide management services for
these clienbwned assets.

I n our second business egment operated by our Suppli
of product for I nfoPrint Sol ut iaoynosvnedChy Rigch mand Inferiidtidnas o ) a
Business Machines (fil BM0) , and certain other clients.

I PS and ot her manufacturers() inventory. Accenuedandhgl vy, i
own the accounts receivable and inventory.

Our third business segmenté€OST.com® fie COST o0 ) , an online diosuctoounandr et

recertified branehame merchandise. This webmmerce product revenue model is focused on tleecgiroducts

to a broad range of consumer and business customers. We currently offer approxd@@atdg@products in several

primary merchandise categories, includic@gmputersn et wor ki ng, el ectronics and ent
and projectorscameras and camcorders, memory and stofige,the Homé and sports and leisure.

We are headquartered in Plano, Texas where our executive and administrative offices and our primary
technology operations and hosting facilities are located. We have em ioffel SegunddCalifornia, which consists
of sales, marketing and purchasing operations for our online discount retailer segment. We opecédithstte
call centers from our U.S. facilities located in Plano, Texas, and Memphis, Tennesseepaadrfioternational
facilities located inTorontg Canada, Liege, Belgium and Manila, Philippines. We lease or manage warehouse
facilities of approximatelyl.8 million square feet, many containing highly automated and state of the art material
handling andcommunications equipment, in MemphiEennessee SouthavenMississippj Grapevine, Texas
Torontg Canada and Liege, Belgium, allowing us to provide global distribution solutions.

ECOMMERCE AND BUSINESS PROCESS OUTSOURCING SEGMENT

PFS is a global proger of endto-end e@mmerce and business process outsourcing solutidagketed as
PFSwebés E n d 2 E°nplatforen CRF& mervice dreadth includesofferings such aseCommerce
technology and integration services, interactive marketing services, fggkstics andrderfulfillment, freight and
transportation management, réiahe order management, kitting and assembly, customer care, facility operations
and management, tuiey webcommerce infrastructure, payment processing and financial servioksctvely,
we define our offeringsEndto-End eCommercearBlu si ness Process Outsourcing bec
infrastructure and technology capabilities, addressing an entire business transaction cycle from demand generation
to product delivey. Our solutions support both busindsd usi ness (busiBeEa®-0 pnanBXd) (A
sales channels.



PFS serves as the Abrand behind the henemndwmafketssor c o mp a n
launch optimized sales channefss an eCommerce anbusiness process outsourcer, we offer scalable and cost
effective solutions for manufacturers, distributors, online retailers and direct marketing organizations across a wide
range of industry segments. We provide our clients with sessnaind transparent solutions to support their business
strategi es, all owing them to focus on their core compe
methodologies, we enable client organizations to develop and deploy new products kendemhmew business
strategies or address new distribution channels rapidly and efficiently through our optimized solutions. Our clients
engage us both as a consulting partner to assist them in the design of a business solution as well as a virtual and
physical infrastructure partner providing the mission critical operations required to build and manage their business
solution. Together, we not only help our clients define new ways of doing business, but also provide them the
technology, physical infrastrture and professional resources necessary to quickly implement this business model.
We allow our clients to quicktbmparkethd dr amatically chang:

Each client has a unique business model and unique strategic objectivelietha¢quires highly customized
solutions. PFS supports clients in a wide array of industries inclddsigonapparel and accessories, consumer
goods, luxury goods, fragrance and beauty prodtextbnology products, aviatiotgys/educationgollectibles, food
andbeverage and home furnishings. These clients turn to PFS for help in addressing a variety of business issues that
include eCommercecustomer satisfaction and retention, tidefinite logistics, vendor managed inventory and
integration, supply chain comgmssion, cost model realignments, transportation management and international
expansion, among others. We also act as a constructive agent of change, providing clients the ability to alter their
current distribution model, establish direct relationship$ witdcustomers, and reduce the overall time and costs
associated with existing distribution channel strategies. Our clients are seeking solutions that will provide them with
dynamic supply chain and mutthannel marketing efficiencies, while ultimatelgligering a worldclass customer
service experience.

Our technology and business infrastructure offering is flexible, reliable and fully scalable. This flexibility allows
us to design custom, variable cost solutions to fit the business requirementsdfoue nt s & str ategi es.

Our capabilities are expansive. To offer the most necessary and resourceful solutions to our clients, we are
continually developing capabilities to meet the pressing business issues in the marketplace. Our business objective is
tofocus on fALeading the™ Bvolsutduwrn todglQuntes osuur g ensgt s , we
service offering to meet the needs of the marketplace and the demands of unique client requirements. We are most
successful when we provide a new daifity to enable a client to pursue a new initiative and we are then able to
|l everage that revolutionary devel opment across other ¢
the marketplace. Our team of experts design and build divelséoss for online retailers, technology and
consumer goods manufacturers, aviation brands as well as other major brand name clients around a flexible core of
technology and physical infrastructure that includes:

A Technology collaboration provided byiosuite of technology services that enable buyers and suppliers to
fully automate their business transactions within their supply chaia. support industry standard
collaboration techniqueand protocolsincluding XML realtime application interfacessecured text file
exchanges and traditional electronic data interchang

A eCommerce technology solutiongith managedhosting and Internet application development services,
including web site design, creation, integration and ongoing maintereup@ort and enhancement of web
sites;

A Interactive Marketing Services wigitofessionals and technologies that can be integrated into a total solution
to support user experience design, customer acquisition, analytics, customer retention and regeatiengen
objectives

A Order management, including order processing from any source of entry, back order processing and future
order processing, tracking and tracing, credit management, electronic payment processing, calculation and
collection of sales taand VAT, comprehensive freight calculation and email notification, all with multiple
currency and language options;



A Customer Relationship Management (fACRMO), i ncluding

web-enabled customer contactrgees through call centers utilizing voice;snil, voice over internet
protocol (AVOI PO) and internet chat -tneersystemsiaodat i ons
historical data archives to provide complete customer lifecycle management;

A International fulfillment and distribution services, including warehouse management, inventory management,
vendor managed inventory, inventory postponement, product warehousing, order picking and packing,
freight and transportation management and reveggsstics;

A Facility Operations and Management (AFOMO) t hat i
engineering and employee administration;

A Kitting and assembly services, including light assembly, procurement services, supplier stgation
management, specialized kitting, and supplier consigned inventory hub in our distribution facilities or co
located in other facilities;

A Product management and inspection services, including management of coupon progikittisg dand
salvage opmtions and inspection, testing and repackaging services;

Information management, including reahe data interfaces, data exchange services and data mining;

Financial services, including secure online credit card processing related servicés,pfodection,
invoicing, credit management and collection, and working capital solutions; and

A Professional consulting services, including a consultative team of experts that customize solutions to each
client and continuously seek out ways to incregffieiencies and produce benefits for the client.

Industry Overview

Business activities in the public and private sectors continue to operate in an environment of rapid technological
advancement, increasing competition and continuous pressure to ingpereting and supply chain efficiency
while decreasing costs. We currently see the following trends within the industry:

A Manufacturers strive to restructure their supply chains to maximize efficiency and reduce costs in both B2B
andB2C markets and toreate a variableost supply chain able to support the multiple, unique needs of each
of their initiatives, including traditional and electronic commerce.

A Companies in a variety of industries seek outsourcing as a method to address one or mosefbusiines
that are not within their core business competencies, to reduce operating costs or to improve the speed or cost
of implementation.

Supply Chain Management Trend

As companies maintain focus on improving their businesses and balance shetlfratins, significant efforts
and investments continue to be made identifying ways to maximize supply chain efficiency and extend supply chain
processes. Working capital financing, vendor managed inventory, supply chain visibility software solutions,
distribution channel skipping, direct to consumeroenmerce sales initiatives, and complex upstream supply chain
collaborative technology are products that manufacturers seek to help them achieve greater supply chain efficiency.

A key business challengading many manufacturers and retailers as they evaluate their supply chain efficiency
is in determining how the trend toward increased ditectustomer business activity will impact their traditional
B2B andB2C commerce business models. Order managemed small package fulfilment and distribution
capabilities are becoming increasingly important processes as this trend evolves. We believe manufacturers will look
to outsource their neoore competency functions to support this modified business mudkelbelieve that
companies will continue to strategically plan for the impact th@nemerce and other new technology
advancements will have on their traditional commerce business models and their existing technology and
infrastructure capabilities.

n



Manufecturers, as buyers of materials, are also imposing new business practices and policies on their supplier
partners to shift the normal supply chain costs and risks associated with inventory ownership away from their own
balance sheets. Through techniquésdi Vendor Managed I nventory or Consign
manufacturers are asking their suppliers, as a part of the supplier selection process, to provide capabilities where the
manufacturer need not own, or even possess, inventory prior &xdlce moment that unit of inventory is required
as a raw material component or for shipping to a customer. To be successful for all parties, business models such as
these often require a sophisticated collection of technological capabilities that alleaniplete integration and
collaboration of the information technology environments of both the buyer and supplier. For example, for an
inventory unit to arrive at the precise required moment in the manufacturing facility, it is necessary for the
Manufactuing Resource Planning systems of the manufacturer to integrate with the CRM systems of the supplier.
When hundreds of supplier partners are involved, this process can become quite complex and technologically
challenging. Buyers and suppliers are seekioyit®ns that utilize XML based protocols and traditional EDI
standards to ensure an open systems platform that promote easier technology integration in these collaborative
solutions.

Outsourcing Trend

In response to growing competitive pressures anthtdogical innovations, we believe many companies, both
large and small, are focusing their critical resources on the core competencies of their business and utilizing
eCommerce anthusiness process outsourcing to accelerate their business plans ineffectise manner and
perform norcore business functions. Outsourcing can provide many key benefits, including the ability to:

Enter new business markets or geographic areas rapidly;

Increase flexibility to meet changing business conditions and mtéfoa products and services;

Enhance customer satisfaction and gain competitive advantage;

Reduce capital and personnel investments and convert fixed investments to variable costs;

Improve operating performance and efficiency; and

Capitaliz on skills, expertise and technology infrastructure that would otherwise be unavailable or expensive
given the scale of the business.

Too Joo Jo Jo T I

Typically, many outsourcing service providers are focused on a single function, such as information technology,
call center management, credit card processing, warehousing or package delivery. This focus creates several
challenges for companies looking to outsource more than one of these functions, including the need to manage
multiple outsourcing service providers, to shaformation with service providers and to integrate that information
into their internal systems. Additionally, the delivery of these multiple services must be transparent to the customer
and enable the client to maintain brand recognition and custtoyalty. Furthermore, traditional commerce
outsourcers are frequently providers of domestily services versus international solutions. As a result, companies
requiring global solutions must establish additional relationships with other outsourcieg.parti

Another vital point for major brand name companies seeking to outsource is the protection of their brand. When
looking for an outsourcing partner to provide infrastructure solutions, brand name companies must find a company
that can ensure the sameatjity performance and superior experience that their customers expect from their brands.
Working with an outsourcing partner requires finding a partner that can maintain the consistency of their brand
image, which is one of the most valuable intangibletasthat recognized brand name companies possess.

The PFS Solution
PFS serves as the fdAbrand b e highpeaformanee saleschanmkls f or compan

Our value proposition is to becoraseamless wel | i nt egr at e denterprises bydelieeringof owur
superior solutions that drive optimal customer experiences. On behalf of the brands we serve, we wish to increase
and enhance sales and market growth, bolster customer satisfaction and customer retention, and drive costs out of
the business through operations and technology related efficieMgiesact as both a virtual and a physical
infrastructure f o,remboacing theirl braednvalied and siratagin ebfectidygsutilizing our
services, our clients are alite



Quickly Capitalize on Market Opportunitie®ur solutions empower clients to rapidly implement their supply
chain and eCommerce strategies and to take advantage of opportunities without lengthy integration and
implementation efforts. We have rélgdavailable advancetkchnology and physical infrastructure that is flexible in
its design, which facilitates quick integration and implementation. The PFS solution is designed to allow our clients
to deliver consistent quality service as transaction volugnes and also to handle daily and seasonal peak periods.
Through our international locations, our clients can sell their products throughout the world.

Improve the Customer Experienc@/e enable our clients to provide their customers with a-tighh, positive
buying experience thereby maintaining and promoting brand loyalty. Through our use of advanced technology, we
can respond directly to customer inquiries bynail, voice or data communication and assist them with online
ordering and product inforation. Webelieve weo f f er our cdliesnd s laeviewordfd ser vi c
hour, severdaysa-week, Webenabled customer care service centers, detailed CRM reporting and exceptional order
accuracy. We have significant experience in the developmé eCommerce storefrontthat allows us to
recommend features and functions t hat ar e easily nav
technology platform is designed to ensure high levels of reliability and fast response times for rour <li@
customers. Becausef our technology, our clients benefit from being able to offer the latest in customer
communication and response conveniences to their customers.

Minimize Investment and Improve Operating Efficienci@se of the most significaftenefits that outsourcing
can provide is the ability to transform fixed costs into variable costs. By eliminating the need to invest in a fixed
capital infrastructur e, our <clients6 costs tyeically
Further, as volume increases drive the demand for greater infrastructure or capacity, we are able to quickly deploy
additional resources. We provide services to multiple clients, which enables us to offer our clients economies of
scale, and resultingost efficiency, that they may not have been able to obtain on their own. Additionally, because
of the large number of daily transactions we process, we have been able to justify investments in levels of
automation, security surveillance, quality contrabgasses and transportation carrier interfaces that are typically
outside the scale of investment that our clients might be able to cost justify on their own. These additional
capabilities can provide our clients the benefits of enhanced operating pederraad efficiency, reduced
inventory shrinkage, and expanded customer service options.

Access a Sophisticated Technology Infrastructufée provide our clients with ready access to a sophisticated
technology infrastructuréhat is designed to interfaceeamlessly with their systems. We provide our clients with
vital product and customer information that can be immediately available to them on their own systems or through
web based graphic user interfaces for use in data mining, analyzing sales andnmédrketis, monitoring
inventory levels and performing other management functions.

PFS Services

We offer a comprehensive and integrated set of busi ne
specific needs and enable them to quicklg efficiently implement their supply chain strategies.

Technology CollaborationWe have created the Entente Suite(SM), which illustrates the level of electronic
cooperation that is possible when we construct solutions with our clients using thisagghseslice offering. This
set of technology services encompasses a wide range of business functions from order processing and inventory
reporting to total @ommerce design and implementation. The Entente Suite(SM) comprises five key 8ervices
EntenteWeb® Ent enteDirectE, EntenteMessageE, EntenteReportHE

Endto-End eCommerceWe haveintegratedour services for contact center management, warehousing, logistics
and fulfilment with Demandware eCommerce, a leadingdemand eComearce platform, to provide a single,
flexible solution spanning the eCommerce storefront, delivery of goods and ongoing customebesigned
specifically for B2C brandsthis offering redefines entb-end eCommerce by enabling retailers and branded
consimer goods manufacturers with the ability to employ a total outsourcing solution customized to their particular
eCommerce strategy, without the loss of site or brand control associated with eartereaddoutsourcing
solutions.



GlobalMerchant Commeeware® B2B Managed Hosting and Internet Application Developmeént:
GlobalMerchant Commerceware® service provides a completanenerce website solution for our B2B clients.
We engage collaboratively with our clients to design, build, host, and margbranded, fully customized and
fully integrated ecommerce web applications for B2B channels. We offer a broad range of hosting and support
plans that can be tailored to fit the needs ONET each cl
Technologies and our proprietary GlobalMerchant Commerceware platform, we maintain a robust hosting
environment for our hosted client B2B web sites.

Order Management.Our order management solutions provide clients with interfaces that allow fetinneal
information retrieval, including information on inventory, sales orders, shipments, delivery, purchase orders,
warehouse receipts, customer history, accounts receivable and credit lines. These solutions are seamlessly integrated
with our webenabledcustomer contact centers, allowing for the processing of orders through shopping cart, phone,
fax, mail, email, web chat, and other order receipt methods. As the information backbone for our total supply chain
solution, order management services can bd osea stanglone basis or in conjunction with our other business
infrastructure offerings, including customer contact, financial or distribution services. In addition, for the B2B
market, our technology platform provides a variety of order receipt methad facilitate commerce within various
stages of the supply chain. Our systems provide the ability for both our clients and their customers to track the status
of orders at any ti me. Our servi ces arslgintegraechvdtipaur ent t o
clientsd6 internal systems platforms and web sites. By
critical customer information, including:

A Statistical measurements critical to creating a quality customer experigontaining reaime order status,
order exceptions, back order tracking, allocation of product based on timing of online purchase and business
rules, the ratio of customer inquiries to purchases, average order sizes and order response time;

A B2B sipply chain management information critical to evaluating inventory positioning, for the purpose of
reducing inventory turns, and assessing product flow through anrdosisdmer demand;

A Reverse logistics information including customer response andnréasthe return or rotation of product
and desired customer action;

A Detailed marketing information about what was sold and to whom it was sold, by location and preference;
and

A web traffic reporting showi ng tedsevisitedy and eroducts fand vi s i t s
information requested.

Customer Relationship Managemenwe offer a completely customized CRM solution for clients. Our CRM
solution encompasses a fsltale customer contact management service offering, as well as anfatiyated
customer analysis program. All customer contacts are captured and customer purchases are documscagal. Full
reporting on all customer transactions is available for evaluation purposes. Through each of our customer touch
points, information an be analyzed and processed for current or future use in business evaluation, product
effectiveness and positioning, and supply chain planning.

An important feature of evolving commerisethe ability for the customer to speak with a live customer servic
representative. Our experience has been that a majority of consumers tell us they visited the web location for
information, but not all of those consumers chose to place their order online. Our customer care services utilize
features that integrate voicemail, standard mail, data and Internet chat communications to respond to and handle
customer inquiries. Our customer care representatives answer various questions, acting as virtual representatives of
our <clientds or gani z shipping,miling,rretugna and pradgct irdornthteon and availabilitg |
as well as a variety of other questions. For certain clients, we handle Level | and Level Il technical support. Level |
technical support invol ves tachrical ssuéshi.g. canpuieeapglication issues.t o me r
Level Il support may involve a more-gtepth question and answer session with the customer. Ouenedibed
customer care technology identifies each customer contact automatically and routes ivailab&e austomer care
representative who is individualtyainedi n t he c¢cl i ent s business and product s.



Our webenabled customer care centers are designed so that our customer care representatives can handle several
different clients and products in haed environment, thereby creating economy of scale benefits for our clients as
well as highly customized dedicated support models that provide the ultimate customer experience and brand
reinforcement. Our advanced technology also enables our represeantatupsell, crosssell and inform customers
of other products and sales opportunities. The-emdibled customer care center is fully integrated into the data
management and order processing system, allowing full visibility into customer history antheudrends.
Through this fully integrated system, we are able to provide a complete CRM solution.

With the need for efficiency and cost optimization for many of our clients, we have integrated IVR as another
option for customer contacts. IVR createsfae | ect r oni ¢ wor kforced with virtual
with vital information at any time of the day or ni gh
with our system to handle basic customer inquiries, such as accoantdabrder status, shipment status, catalog
requests, product and price inquiries, and routine order entry for established customers. The inclusion ofitVR
service offering allows us to offer a cost effective way to handle high volume, low commiabst

International Fulfilment and Distribution ServicesAn integral part of our solution is the warehousing and
distribution of inventory either owned by our clients or owned bhy\is currently have approximately8 million
square feet of leasat managed warehouse space domestically and internationally to store and process our and our
clientsd inventory. We receive client i nventory in oul
audit packages (a process that includes-spat ki ng a s mal | percentage of the cl
counts and check for damages that may have occurred during shipping, loading and unloading). Upon request, we
inspect for other damages or defects, which may include checking fabrhjrgtiand zippers for soft goods, or
0t est i nup Gapapildiesdor electronic itenas well as product specificationdVe generally stock for sale
within one business day of unloading. On behalf of our clients, we pick, pack and ship their costlerseand can
provide customized packaginggpabilities of high volume shrink packagimgserts and promotional literature for
distribution with customer orders. For many clients, we providewgtipping services including customized gift
wrapping papr, ribbon, giftbox and giftmessaging.

Our distribution facilities contain computerized sortation equipment, highly mobiletgiaht carts, powered
material handling equipment, scanning and-dzating systems and automated conveyand in-line scaés. Our
distribution complexes include several advanced technology enhancements, such as radio frequency technology in
product receiving processing to ensure accuracy, as well as an automated package routing atmlighpick
paperless order fulfilmerdystem. Our advanced distribution systems provide us with the capability to warehouse
an extensive number of stock keeping units (SKUs) for our clients, ranging from largenkigaser printers to
small cosmetic compacts. Our facilities are flexibly ogunfed to process B2B and single pBRC orders from the
same central location.

In addition to our advanced distribution systems, our -pielight carts stationary picko-light areasand
conveyor system controls provide real time productivity repgrthereby providing our management team with the
tools to implement productivity standards. This combination of comgoterolled equipment provides the
seamless integration of our pitdelight systemsand masssortation capabilities. This uniqueombination of
technologies ensures high order accuracy for each and every customer order.

Our primary B2B facility is in SouthavemJississippj containing &most 4®,000 square feet of space. The
Southaven facility has clear height added cubic spateatibn, stateof-the-art lighting that increases the quality
and volume of light while reducing energy costs, and certain-teimg tax incentives offered by the State of
Mississippi. Southaven maintains the same proximity to all modes of transpodatigpared with our Memphis
facilities.

During 2009 we warehoused, managed and fulfilled more tha® Billion in merchandise and transactions.

Much of this does not represent our revenue, but rat
eCommerceandb usi ness process outsourcing solutions. See fiMa
Condition and Results of Operations. 0

Based upon our clientsé needs, we are able tdiachtake ad
range from next day service to zone skipping to optimize transportation costs. Our facilities and systems are



equipped with multcarrier functionality, allowing us to integrate with all leading package carriers and provide a
comprehensive freight artdansportation management offering. In addition, an increasingly important function that
we provide for our clients is reverse logistics management. We offer a wide array of product return services,
including issuing return authorizations, receipt of pidarediting customer accounts, and disposition of returned
product.

Our domestic clients enjoy the benefits of having their inventory assets secured by trained law enforcement
professionals from our security headquarters in Memphénnesseeand Southeen, Mississippi Continual
validation ensures that we employ the latest in security processes and procedures to further enhance our surveillance
and detection capabilities. Our security program continues to gain trust and confidence from our clients as
protect their produstand assets.

Facility Operations and Managemen@ur FOM service offering includes distribution facility design and
optimization, business process reengineering and ongoing staffing and management. Along with our operations in
Mississippi and Tennessee, we also manage an aircraft parts distribution center in Grapevine, TX orobehaif of
our clients Our expertise in supply chain management, logistics and custameic fulfilment operations extends
through our managementf @lientowned facilities, resulting in cost reductions, process improvements and
technologydriven efficiencies.

Kitting and Assembly Service®ur expanded kitting and assembly services enable our clients to reduce the time
and costs associated with maging multiple suppliers, warehousing hubs, and light manufacturing partners. As a
single source provider, we provide clients with the advantage of convenience, accountability and speed. Our
comprehensive kitting and assembly services provide a quaktgtop resource for any international channel. Our
kitting and assembly services include light assembly, specialized kitting and suppiséggned inventory hub either
in our distribution facilities or ctocated elsewhere. We also offer customized lighihufacturing and Supplier
Relationship Management.

We will work with clients to resequence certain supply chain activities to aid in an inventory postponement
strategy. We can provide kitting and assembly services andtbeskbck thousands of unitaily to stock in a Just
in-Ti me (AJI TO) environment . This service, for exampl e,
including retail boxes, foam inserts and asttitic bags. These raw material components would be shipped to us
from domestior overseas manufacturers, and we will build the finished SKUs to stock for the client. Also included
is the custom configuration of higgnd printers and servers. This strategy allows manufacturers to make a smaller
investment in base unit inventory whimeeting changing customer demand for highly customizable product.

Combining our assembly services with our suppbdened inventory hub services allows our clients to reduce
cycle times, to compress their supply chains and to consolidate their opei@tid supplier management functions.
We have supplier inventory management, assembly and fulfilment services all in one place, providing greater
flexibility in product line utilization, as well as rapid response to change orders or packaging devel@ument.
standard capabilities include: buitd-order, buildto-stock, expedited orders, passive and active electrostatic
di scharge (AESDO) control s, product |l abeling, seri al
generation, asset tagging,lbil of materi als (ABOMO) or computer automat
processing, SKtevel pricing and billing, manufacturing and metrics reporting, first article approval processes, and
comprehensive quality controls.

Our kitting and assemblyesvices also include procurement. We work directly with client suppliers to make JIT
inventory orders for each component in client packages, thereby ensuring we receive the appropriate inventory
guantities at just the right time and we then turn them ardiihto customers.

Kitting and inventory hub services enable clients to collapse supply chains into the minimal steps necessary to
prepare product for distribution to any channel, including wholesale, mass merchant retail, or direct to consumer.
Clientsno longer have to employ multiple providers or require suppliers to consign multiple inventory caches for
each channel. We offer our clients the opportunity to consolidate operations from a channel standpoint, as well as
from a geographic perspective. Qutegrated, global information systems and international locations support client
business needs worldwide.



Product Management and Inspection Servicd§e also operate a coupon management system and product
management program. Coupons are managed divdtad by a unique serial number thus significantly reducing
fraudulent activity. Our capabilities also extend into salvage operations, allowing our clients to reclaim valuable
raw materials and components from discontinued or obsolete inventory.

We opeate a test and repair center where we visually inspect items for cosmetic defects. These items are put
through rigorous testing that includes: functionality, durability, accessory inspection and packaging. Items that pass
the testing are repackaged ance s ol d wi t h a n o theodx 0e xnteerpcthiaonnd i sfe . i 0 pletne m
inspection are disassembled and working spare parts are saved for future use in repairs.

Information ManagemenitVe have the ability to communicate with and transfer informattoand from our
clients through a wide variety of technology services, includingtiea web service enabled data interfaces, file
transfer methods and electronic data interchange. Our systems are designed to capture, store and electronically
forward © our clients critical information regarding customer inquiries and orders, product shipments, inventory
status (for example, levels of inventory on hand, on backorder, on purchase order and inventory due dates to our
warehouse)product returns and othérformation. Our systems are capable of providing our clients with customer
inventory and order information for use in analyzing sales and marketing trends and introducing new products. We
also offer customized reports and data analyses based uponcsgléxifi needs to assist them in their budgeting and
business decision process.

Financial ServicesOur financial services are divided into two major areas: 1) billing, ¢reallectionand cash
application services foB2B clients and 2fraud review,chargeback management and processing and settlement
credit card services for B2C clients

We offer secure credit and collections services for both B2BB&@&Ibusinesses. Specifically, f&2C clients,
we offer secure credit card processing related cesvior orders made via a client web site or through our customer
contact center. We offer manual credit card order review as an additional level of fraud protection. We also calculate
sales taxes, goods and services taxes or value added taxes, if #gplacabumerous taxing authorities and on a
variety of products. Using thirgarty leadingedge fraud protection services and risk management systems, we can
offer high levels of security and reduce the level of risk for client transactions.

For B2B cliets, we offer fulservice accounts receivable management and collection capabilities, including the
ability to generate customized computee ner at ed i nvoices in our clientsd ni
accounts receivable and days sales outstgnavhile minimizing costs associated with maintaining afmonse
collections staff. We offer electronic credit services in the format of EDI and XML communications direct from our
clients to their vendors, suppliers and retailers.

Professional Consulig Services.As part of the tailored solution for our clients, we offer a full team of experts
specifically designated to focus on our clientsd busi
constructive evaluation, analysis and recommeaodats f or the clientdés business. T
solutions and devises plans that will increase efficiencies and produce benefits for the client when implemented.

Comprised of industry experts from ttipr consulting firms and industry markétaders, our team of
professional consultants provides client service focus e®oimmerce, customer categistics and distribution
expertise. They have built solutions for Fortune 1000 and Global 2000 market leaders in a wide range of industries,
including multi-channel retailersapparel, technology, telecommunications, cosmetics, aviation, housewares, high
value collectibles, sporting goods, pharmaceuticals and several more. Focusing on the evolving infrastructure needs
of major corporations and theiusiness initiatives, our team has a solid track record providing consulting services
in the areas ahteractive marketing eCommercipply chain management, distribution and fulfilment, technology
interfacing, logistics and customer support.

TechnologyCollaboration.Our suite of technology services designed to integrate our technology platform with
our clients and their business partners encompasses a wide range of business functions from order processing and
inventory reporting to rich content managarh



EntentePartnerConnectE is a data repository and retr
comprehensive product and service information across a wide variety of product and service categories. This
information is aggregated from ntigle sources including PFS business partners such as Etilize that specialize in
creating product content in certain categories. We also rely on other relationships andigmahlic information
sources to supply raw data for this service. Access tintloisnation is provided through technology interfaces and
web sites created usijF Swe b 6s End 2 Eplatform.Oemmd rsme provide the Entent
service to our wholhowned subsidiary eCOST via the eCOST.com® web site enabling the effective merchandising
of the widerange of products offered on eCOST.com®. The information available from EntentePartner@oh E
for additional product categories offers eCOST the opportunity to increase revenues through an expanded product
offering and potential future product category expansion.

Our collaboration technologies operate in an open systems environmenatumd fhe use of induststandard
XML and SOA web services, enabling customizele mmer ce sol utions with mini mal c
or our Enterprise Resource Planning (AERPO) systems.
support information exchange methods such as FTP, EDI, MQ Series, ALE, HTTP, and HTTPS.

Clients and Marketing

Our target clients include online retailers as well as leading technalwigonsumer goodbrandslooking to
quickly and efficiently implement oenhance business initiatives, adapt theit@market strategies, or introduce
new products or programs, without the burden of modifying or expanding their technology, customer care, supply
chain and logistics infrastructure. Our solutions are applidabée multitude of industries and company types and
we have provided solutions for such companies as:

IBM (printer supplies in several geographic areas), Xerox (printers and printer supplies), Roots Canada LTD.
(apparel), HewletPackard (printers and ogputer networking equipment), Hawker Beechcraft Corp. (FOM and
time-definite logistics supporting parts distribution), Riverbed Technologieshiiology producjsand LEGO
Brand Retail {oys) amongst many others.

We target potential clients through anengive integrated marketing program that is comprised of a variety of
direct marketing techniquesmail marketing initiativestrade event participation, search engine marketing, public
relations and a sophisticated outbound -telkes lead generation meld We have also developed an intricate
messaging matrix that defines our vari@@ommerce antusiness process outsourcing solutions and products, the
vehicles we utilize to deliver marketing communication on these solutions/products and the targeteaudie
segments that display a demand for these solutions/products. This messaging matrix allows us to deploy highly
targeted solution messages to selected key vertical industry segments where we feel that we are able to provide
significant service differerdtion and value. We also pursue strategic marketing alliances with consulting firms,
software manufacturers and other logistics providers to increase market awareness and generate referrals and
customer leads.

Because of the highly complex nature of tidusons we provide, our clients demand significant competence

and experience from a variety of different business disciplines during the sales cycle. As such, we utilize a selected
member of our senior executive team to lead the design and proposabpdestti@f each potential new client we
choose to pursue. The senior executive is supported by a select group of highly experienced individuals from our
professional services group with specific industry knowledge or experience to the solutions developossst p

We employ a team of highly trained implementation managers whose responsibilities include the oversight and
supervision of client projects and maintaining high levels of client satisfaction during the transition process between
the various staged the sales cycle and steady state operations.

Competition

We face competition from many different sources depending upon the type and range of services requested by a
potential client. Many other companies offer one or more of the same services wae @nwvan individual basis.
Our competitors include vertical outsourcers, which are companies that offer a single function solution, such as call
centers, public warehouses or credit card processors. We occasionally compete with transportation logistics
povi der s, known in the industry as 3PL6s and 4PL6s (th
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management functions as an ancillary service to their primary transportation services. We also compete against other
eCommerce andbusiness proess outsourcing providers, who perform various services similar to our solution
offerings.

In many instances, we compete with thenouse operations of our potential clients themselves. Occasionally,
the operations departments of potential clientsebelithey can perform the same services we do, at similar quality
levels and costs, while others are reluctant to outsource business functions that involve direct customer contact. We
cannot be certain we will be able to compete successfully against thetberocompetitors in the future.

Although many of our competitors offer one or more of our services, we believe our primary competitive
advantage is our ability to offer a wide array of customized services that cover a broad speettammierce and
business processes, including wate design and hosting, kitting and assembly, order processing and shipment,
credit card payment processing and customer service, thereby eliminating any need for our clients to coordinate
these services from many differgmoviders. We believe we can differentiate ourselves by offering our clients a
very broad range acdCommerce anBlusiness process services that address, in many cases, the entire value chain,
from demand to delivery.

We also compete on the basis of mattyer important additional factors, including:

A operating performance and reliability;

A ease of implementation and integration;

A experience of the people required to successfully
A exper i enimiersduions dgnamically s

A leading edge technology capabilities:;

A global reach:; and

A price

We believe we can compete favorably with respect to many of these factors. However, the market for our
services is competitive antbntinually evolving, and we may not be able to compete successfully against current
and future competitors.

MASTER DISTRIBUTOR SEGMENT

Our Supplies Distributors subsidiaries act as a master distributor of product for IPS and certain other clients. In
this capacity, we purclkafrom IPS or other manufacturessd reselto their channel partners and end users

Through Supplies Distributors, we can create and implement client inventory solutions, which may enable
manufacturers to remove inventory and receivables from theambal sheets through the use of third party
financing. We have years of experience in dealing with the issues related to inventory ownership, secure inventory
management, replenishment and product distribution. We can offer prospective clients a mansgjetien{or
the entire customer relationship, including ownership of inventory and receivables. Through CIP, we utilize
technology resources to time the replenishment purchase of inventory with the simultaneous sale of product to the
end user. All interfees are done electronically and almost all processes regarding the financial transactions are
automated, creating significant supply chain advantages.

We are experienced in the complex legal, accounting and governmental control issues that can bia thedles
successful implementation of working capital financing programs. Our knowledge and experience help clients
achieve supply chain benefits while reducing inventmagrying costs. Substantial benefits and improvement to a
companyo6s b aleachieved tirdughehese warking dapital solutions.

While we generallyrecognize product revenue as a result of our inventory ownership through these relationships,

operationally this segment is virtually the same ass@@ommerce anBusiness Process Gaturcing Segment. See
the preceding discussion for an overview of that segment.
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ONLINE DISCOUNT RETAILER SEGMENT

ThrougheCOST.com®we operate a leading muttategory online discount retailer of high quality new, close
out and recertified brandane merchandise. We currently offgoproximately300,000products in several primary
merchandise categories, includimpmputersnet wor ki ng, el ectronics amand entert
projectors cameras and camcorders, memory and stofagep r H o nmeaw sports and leisureAdditionally, we
offer several other categories of products and services to consumer and small business customers through what we
believe is a unique and convenient buying experience, offenirtple shopping formats: evgrday low price and
our proprietary Bargain Countdo®n Outrageous Offer, Secret Sale and Make an OffEhis combination of
shopping formats helps attract valtenscious customers to our eCOST.com website who are looking for high
quality products at loyprices. Additionally, we offer a feleased membership program to develop customer loyalty
by providing subscribers exclusive access to preferential offedsfree freight offers We also provide rapid
response customer service utilizing a strategidattated distribution center and thiparty fulfillment providers, as
well as customer support from online andaatl sales representatives. We offer suppliers an efficient sales channel
for merchandise in all stages of the product life cycle. We gaogucts from leading manufacturers such as Sony,
JVC, Canon, HewletPackard, DenorCuisinart SennheiserGarmin, Panasonic, Toshiba and Microsoft and have
access to a broad and deep selection of merchandise, including new and deeply discourdatiaidsecertified
brandname merchandise.

Our Strengths

We have developed a differentiated business model, which provides our customers and vendors with numerous
benefits. We provide consumers and businesses with quick and convenient accdsquallig new, closeut and
recertified branehame merchandise at discount prices similar to a traditional discount retailer without the stocking
limitations and store location constraints. We believe we are unlike many online retailers because we market
multiple merchandise categories and product types, serve both small businesses and consumersrattiptefer
ways to purchase products: every day low price and our proprietary Bargain Countdoum&eous Offer, Secret
Sale and Make an Offer

We offer the following key benefits to customers shopping on our website:

A Broad and deep product selection/e sell high quality products across a broad selection of merch
categories. Most of the products offered on our website arevirelirknown, branename manufacturers. \
currently offer approximately300,000 different products in several categories. Our product offering
updated continually to reflect new product trends, keeping our merchandise selection relevant for oers
so they continue to visit our website.

A Compelling priceto-value propositionAs part of our strategy to appeal to the high frequency vatiestec
shopper, we offer low prices on new products and deeper discounts on our assortmeneadit cios
recertified merchandise. We employ aggressive promotional strategies to provide incentives for our «
to purchase merchandise on our website and build customer loyalty. We also offdvasddememberst
program to reward customer loyalby providing exclusive access to preferential offensl free freight t
members.

A Multiple shopping formats on our websit&e appeal to a broad customer base by offemingiple shoppint
formats designed to attract frequent visits to oabsite: every day low price and our proprietary Bai
Countdown® Outrageous Offer, Secret Sale and Make an Offer the shopper who wants new and rec:
released products from leading manufacturers, we offer discounted merchandisevierytaylow price
format. For the bargain shopper interested in etageand recertified merchandise, we market products
our Bargain Countdown® formatvhich features timeand quantitylimited offers of selected merchandise
are more deeply discountedMultiple times weekly we create a frenzied shopping environment by of
very limited quantity offers at significantly discounted prices through our Outrageous Offer and Se«
shopping formats. These formats are primarily targeted to attract re@ntars to eOST.com. For final un
sales of an item we also offer a Make an Offer shopping format where consumers can offer a pric
choosing and we subsequently decide to accept or decline the offer.
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A Rapid response order fulfillmeri&e ship a majority of customer orders from inventory at our distrib
facility located in Memphis, Tennessee. We also utilize virtual warehouse technology to access me
that is not in stock at our distribution facility.

A Responsive cusiner service and positive shopping experief¢e.believe our customer service differenti
the buying experience for our customers. Our experienced team of inbound sales representatives an
service representatives assist our consumer custdmyetslephone and-mail. We also have relationsl
managers who are assigned to many of our small business customers to service their needs and inc
sales opportunities. Our website contains helpful features suckdaptim product informatiorinventory level
and order status. In addition, we continually monitor website traffic and order activity and periodically
our website to enhance the shopping experience for our customers.

A Appealing features for small business customéfes offer our small business customers dedicated relatic
managers to provide personalized service to their unique business needs.

We provide manufacturers and other vendors with a convenient channel to sell both large and small quantities of
new, dose-out and recertified inventory. We offer manufacturers and vendors the following key benefits:

A Single point of distributionManufacturers and other vendors often use separate channels to s
recertified and closeut products becag most retailers offer products in only one stage of the produ
cycle. Through oumultiple shopping formats, we offer manufacturers and other vendors the flexibility
eCOST.com to sell products in a brand sensitive manner in any stageuofdhet life cycle.

A Efficient distribution and sales channeDur centralized distribution capability reduces vendor cos
shipping product to us. Our ability to rapidly sell inventory is a benefit to those vendors that offer us p
against price erosion. Our centralized product management and feedback to vendors on praticambcs
and inventory position allow vendors to efficiently monitor product movement and placement, eliming
need for frequent visits by vendor repnatsgives to physical retail locations.

A Customized manufacturer stor&ith our in-house design and merchandising team, we provide manufa
the opportunity to showcase their full assortment of products and accessories by establislaihgtmigs o
our website that are specific to individual manufacturers. We believe this allows manufacturers to r
sales and branding of their products. We promote these manufacturer stores to our customer base 1
integrated marketing stragg, including targeted-enails highlighting a specific manufacturer and its proc
and directing customers to that manufacturer store on our website.

A Speed to market for newly released produdte. respond rapidly to new product releases froamufacturet
through our ability to quickly post and market new products on our website and satisfy immediate
demand through our rapid response order fulfillment capabilities.

Our Customers

We focus on consumers and business custowigo often display similar consumer buying characterisii¢s
believe our consumer customers are savvy, online shoppers, who are brand and price conscious, and interested in
new technology. Our business customers include small and medium sized basihatse believe are currently
underserved by other multategory online retailers. While our business customer relationship managers focus on
sales to small and medium sized businesses who are seeking to purchase products for use in their busilsess, they
service certain resellers of technology products. We offer these small and medium sized business customers superior
and personalized customer service and new and current;atibaed recertified merchandise at competitive prices.

Our Website
Our website is comprehensive, easy to use and provides an exciting shopping experience that encourages

customer loyalty and repeat visits. We strive to add hundreds of new products to our online product mix weekly. Our
website features highuality praduct images, detailed product information and manufacturer specifications, as well
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as highlights of bestelling products and suggested accessories. We continually incorporate new technologies to
improve the ease of use of our website.

Currently, tle products available on theverydaylow price portion of our website are organized into several
primary product categoriesomputersn et wor ki ng, el ectroni cs andgrojectorser t ai nr
cameras and camcorders, memory and storager t h e an#i spores @nd leisuréVe also offer the same
products, if they meet certain criteria, on the proprietary Bargain Countdown® section of our website where we
feature more than 100 | imited ti me oadmercharidiseicategaliesgluant i t
addition to being able to use keyword searches to locate specific products on our website, customers can browse or
search the products available on #heerydaylow price portion of our website by navigating the subcategories
contained in our primary product categories and our featured manufacturer product showcases. Products that fall
within more than one subcategory on our website are often posted on more than one web page, which we believe
increases the visibility of the pducts and assists the customer in finding desired merchandise.

Everyday low priceOur multicategory merchandise assortment is available iewmydaylow price retail
format. Products are organized by subcategory under each major categonadhbmégor category includes
informative and shoppdrr i endly fAshowcasesodo organized by manufactul
gift guides, and new products. This shopping format features discounted new products and recently released
products fom leading manufacturers.

Bargain Countdow®. Our proprietary Bargain Countdown® shopping format offers more than 100albse
recertified and highly allocated fAdeal 6 products in 1
featue is designed as a purchasing marketplace for consumers that creates purchase urgency by uniquely indicating
the quantity of items remaining for a current offer and the time remaining to purchase the product. Based on the
popularity of an offer,ananimatd gr aphi c i con wil | appear to alert the
After the offer has expired, the product is removed from Bargain Countdown® and may no longer be available at
the previously deeply discounted price. Our Bargain Cawm® shopping format encourages repeat visits to our
website due to the rapidly changing mix of merchandise deals, the animated graphics, the unique collectien of close
out deals and the search for bargains. We also have thased Bargain Countdown® tatisoughout the year,
including Holiday Countdown, Watches and Jewelry CountdawdGame of the Year Countdown. Our Clearance
Countdown tab is primarily used to liquidate overstocked and excess inventory across all product categories. Our
Bargain Countden Platinum Club® format is a version of Bargain Countdown® and offers exclusive pricing on
select merchandise to our fbased members.

Other key features of our website include: advanced search, online order status retrieval, online payment,
shippgng alternatives, online registration for promotions and catalogs and online extended service agreement
recommendations.

As a commitment to our small and medium sized business customers, we offer them access to our business
customer relationship magement teamcredit termsof up to net 3@ays for qualified customers, software
licensing, computer system configurations and extended payment term alternatives.

Our Merchandise

We strive to offer our customers an expansive selection of vaypesb tof merchandise and currently offer
approximately300,000products in several primary merchandise categories. While our product offerings change on
a regular basis due to product availability and customer demand, we continually offer a wide vantghaindise.

Computers and Networking@dur computers and networking product categories contains several subcategories
including systems, software and networking equipment. In these subcategories customers can find products such as
desktop, notebookna handheld computers; servers; personal digital assistants; various handeladéng CD and
DVD drives and burners, flat screen monitors, color laser printers, scaramasbusiness, education and
entertainment software.

Electronics and Entertament.Our electronics and entertainment product category contains subcategories for
DVD movies and gaming, audio systems, video systems and accessories. Within these subcategories, customers can
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find products such as DVD players; DVD movies and gamimgsqgnal audio systems; speakers; digital video
recorders that pause, rewind and replay live television; digital music players and a variety of accessories such as
cables, remote controls and headphones.

T V 6Monitorsand ProjectorsOu r T V 6 arsandmmjactotproduct category contains subcategories for
monitors, projectors and accessories.

Cameras and Camcorder®ur cameras and camcorders product category contains products including digital
still cameras; video cameras and camcordersliniDV format; drawing tablets for digital photo editing; digital
photo and image editing software and photo printers.

Memory and Storag®ur memory and storage product category contains products including media formats such
as Blu Ray, CD and 2D R/W as well as flash and system memory.

For the HomeOurfi Fo r t h erodttb aategdry offers customers the ability to shop in subcategories
dedicated tchome and housewares, personal care, home improvement, outdoor, automotive and apming inc
watches and sunglasseé#/ithin this portion of our website consumers can find products such as traditional
household appliances including blenders, toasters and vacuum clgaaggssional quality cookware and gourmet
kitchen appliances such adfee grinders.

Sports and LeisureOur sports andleisure product category offers products that range from various sports
accessories for baseball, football and numerous other activities to toys, musical instruments and wedding
accessories.

We continually evaluate expanding into additional categories to attract new customers and offer a broader
variety of merchandise to our existing customers. We also plan to increase our depth in our current categories by
adding new subcategories, brands @mdducts and continuing to develop and increase the number of affiliate
categories.

Sales and Marketing

We currently focus our advertising efforts on efficient and effective marketing campaigns aimed at acquiring
new customers, encouraging repgatrchases and establishing the eCOST.com brand. Our online prospecting
activities may include cogierclick arrangements that include displaying our products within various price
comparison sites and search engines sucBhapzilla, Microsoft Live Searcashbackand Google, strategic
online banner advertising, affinityraail programs and participation in various online affiliate marketing programs.
From time to time we test other prospecting vehicles including radio and magazine advertising. We semdrdu
customers targetedraails focused on new product and category launches, special promotions, and-iaiadett
addon and accessory offers, as well as cooperative manufacturer branding campaigns.

Vendors

We purchase products for resaleth directly from manufacturers and indirectly through distributors and other
sources, all of whom we consider our vendors. We provide vendors with a convenient channel to sell both large and
small quantities of new, closeout and recertified inventorg.dffer significant advantages for vendors, including a
single point of distribution, efficient channel relationships, customized manufacturer stores and speedy release of
their newest merchandise. Our vendors provide us with brand name new and cudectispaioseout models and
manufacturer recertified products. We also have arrangements witip#ntsdproviders through which we receive
commissions for products in certain categories, such as cellular phones and service, as well as other marketing and
promotional services generated through our eCOST.com website.

We offer products on our website frammeroughird-party vendors. In general, we agree to offer products on
our website and the manufacturers agree to provide us with informationtabioytroducts and honor our customer
service policies. We have established direct vendor relationships with many key suppliers and intend to continue to
seek direct relationships with vendors and suppliers.
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Competition

The market for our products intensely competitive, rapidly evolving and has relatively low barriers to entry.
New competitors can launch new websites at relatively low cost. We believe that competition in our market is based
predominantly on:

A price;

A productselection, quality and availability;
A shopping convenience;

A customer serviceand

A brand recognition.

We currently or potentially compete with a variety of companies that can be divided into several broad
categories:

A other multicategory online retailers and liquidationaglers;

A online discount retailers of computer and consumer electronics merchandise such as Buy.com, Ne
TigerDirect;

A consumer electronics and office supply superstores sucBeat Buy, Office Depot, OfficeMax a
Staplesand

A manufacturers such as Apple, Dell, Gateway, HevRattkard and IBM, who sell directly to customers.

Our largest manufacturers have sold, and continue to intensify their efforts to Selprtuicts directly to
consumersTo the extent additional manufacturers adopt this selling format or this trend becomes more prevalent, it
could adversely affect our sales growth and profitability.

Intellectual Property

We have five trademarks alod service marks that we consider to be material to the successful operation of our
business: eCOST®, eCOST.com®, eCOST.coaurYOnline Discount Supersto®! Bargain Countdown® and
Bargain Countdown Platinum Club®. We currently use these marks in cmmedth telgohone, mail order,
catalog, andnline retail servicesas well as with various business servidd®e have registrations ithe United
States for eCOST@nd eCOST.com® for telephone, mail order, catalog, and online retail order services, and a
registration for Bargain Countdown® for online retail order services. We also have a registration in the United
States for Bargain Countdown Platinum Club® for business services, nhamely, promoting the goods and services of
others by means of a customeydtly program featuring information, inctves, discounts and reward§e have
registrations in Canada and in the United Kingdom for eCOST®, eCO@®.cBargain Countdown®and
eCOST.com Your Online Discot Superstore!®. We owman additional registrationn Canadafor Bargain
Countdown Platinum Club®.

We have received a patent from the U.S. Patent and Trademark Office for our proprietary Bargain Countdown®
technology, althoughwe cannot provide any assurance that effective patent and trademark pmoteititibe
available in all instances, including in other countries in which our products and services may be available.

ALL BUSINESS SEGMENTS

Technology

We maintain advanced management information systems and have automated key business functions using
online, realtime or batch systems. These systems enable us to provide information concerning sales, inventory
status, customer payments and other operations that are essential for us and our clients to efficiently manage
electronic commerce and supply ohaéusiness programs. Our systems are designed to scale rapidly to handle the
transaction processing demands of our clients and our growth.

16



We employ technology from a select groupvehdors For example, we deploy IBM-g&ervers and network
printers inappropriate models to run web site functions as well as order management and distribution functions. We
utilize Avaya Communication for telephone switch and call center management functions and to interact with
customers via voice,-mail or chat. Avaya Qmmunication technology also allows us to share web pages between
customers and our service representatives. We have the ability to transmit and receive voice, data and video
simultaneously on a single network connection to a customer to more effectimedytisat customer for our client.
Clientsd interest in using this technology stems from
way that the customer chooses prior to purchasing. Our sophisticated cotafgpteony integration halseen
accomplished by combining systems software from IBM and Avaya Communication together with our own
application development. We use AT&T for our private enterprise network and long distance carrier. We use
Oracl ebds J.D. E d wa r dosthegpsmary ERP agplicatione that we uperinmwr bperational areas
and financial areas. We use Dematic/Rapistan Materials Handling Automation for our automated order selection,
automated contotyghtandi Apeckor y ymbmitTedhrologek/Jelxos joisdure ms |, a
war ehouse radi o frequency applications. Qur War ehous
Requirements Planning ( i DRRPhbyse te meet the mariddainiceie rébgairementslaf v e | 0 p
our vertical markts. Both the WMS and DRP are tightly integrated to both the North American and European
depl oyments of our J. D. Edwardsd system.

Many internal infrastructures are not sufficient to support the explosive growtlbusieess, @narketplaces,
supply chaircompression, distribution channel realignment and the corresponding demand-fionegaformation
necessary for strategic decisioraking and product fulfilment. To address this need, we have crBake@ we b 6 s
End2End eCommer€eplatformto enable compaies with little or no eeommerce infrastructure to speed their time
to market and minimize resource investment and risk, and allows all companies involved to improve the efficiency
of their supply chain.

Using the variouscomponents of our collaboratiorechnology suite we can assist our clients in easily
integrating their web sites or ERP systems to our systems fatimealveb service enabled transaction processing
without regard for their hardware platform or operating system. Thisleigh of sysems integration allows our
clients to automatically process orders, customer data and ottwmreerce information. We also can track
information sent to us by the client as it moves through our systems in the same manner a carrier would track a
package hroughout the delivery process. Our systems enable us to track, at a detailed level, information received,
transmission timing, any errors or special processing required and information sent back to the client.

We provide technologinterfaces to our bak-office applications including our customized J.D. Edwards order
management and fulfilmentpp i cat i on. We wutilize Gentran I ntegration
for Enterprise Application I ntegration with our client
increased our ability to quickly design and deploy custechiB2BandB2C e-commerce solutions for our clients by
utilizing a robust business process modeling tool and a highly scalable operating infrastructure. This platform
facilitates the efficient and secure exchange of electronic business transactionsfdecune wide variety of
formats (i.e. XML, X.12 EDI, delimited text, IDOCS) and communication protocols (i.e. FTP/SFTP,
AS2/HTTP/HTTPS, AS1 SMTP, MQ Series aB@AWeb Services).

We have invested in advanced telecommunications, computer telephonyorétectrail and messaging,
automated fax technology, IVR technology, barcode scanning, wireless technology, fiber optic network
communications and automated inventory management systems. We have also developed and utilize
telecommunications technology thabpides for automatic customer call recognition and customer profile recall for
inbound customer service representatives.

The primary responsibility of our systems development team of IT professionals is directed at implementing
custom solutions for newlients and maintaining existing client relationships. Our development team can also
produce proprietary systems infrastructure to expand our capabilities in circumstances where we cannot purchase
standard solutions from commercial providers. We also etiemporarand/or contractesources when needed for
additional capacity.

Our information technology operations and infrastructure are built on the premise of reliability and scalability.
We maintain diesel generators andinterruptible power supply egpment to provide constant availability to
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computer rooms, call centers and warehouses. Multiple Internet service providers and redundant web servers
provide for a high degree of availability to web sites that interface with our systems. Capacity pkamhing
upgrading is performed regularly to allow for quick implementation of new clients and avoigtdimmaming
infrastructure upgrades that could slow growth rdieshe event of a disastrous situatiore @lso have a Disaster
Recovery Plan that providegeographically separated and comparably equipped data dbatargable to recover

stored datén a reasonable and effective manner.

Strategy

We continue to maintain our simple but effective strategy statement to drive our actions, QGP. Thim acrony
stands for Quality, Growth and Profit. We believe that if we can achieve outstanding performance on these three
basic elements, they will provide for a stable foundation for our future. As the evolution of our business model
continues, we will remain fased on these three fundamentals:

Quality: To exceed our clientds service |l evel requir eme
providing their customers a positive, memorable and efficient experience.

Growth To increase our revenue and grgsefit from its current levels. To aggressively market simplified
product messages to drive new clients and revenue and profit growth. To become a larger company and create career
and additional employment opportunitieEmbrace strategic partnering tocentuate strengths and minimize
weaknesses.

Profit: To generate positive cash flow and continue to strive for consistent profitable results. To increase the
value of our company for all of its stakeholders while rewarding our team members with challéagitand
memorable life experiences.

The successful balance of the execution of these fundamental strategies is targeted to result in the formation of a
solid strategic and financial foundation and provide us a sustainable and profitable businedsritius&iture.

See fiRi sk Factorso for a complete discussion of risk
fulfill our business strategies.

Employees

As of December 312009 we had approximately,000employees, of which approxately 800 were located in
the United States. We have never suffered an interruption of business as a result of a labor dispute. We consider our
relationship with our employees to be good. In the U.S., Canada and Philippines, we are not a party tatwve colle
bargaining agreements and while our European subsidiaries are not a party to a cbegtiring agreement,
they are required to comply witbertainrules mentioned in collective bargaining agreements agreed upon by
representatives of their industffpgistics) and unions.

Our success in recruiting, hiring and training large numbers of skilled employees and obtaining large numbers of
hourly employees during peak periods for distribution and call center operations is critical to our ability to provide
high quality distribution and support services. Call center representatives and distribution personnel receive
feedback on their performance on a regular basis and, as appropriate, are recognized for superior performance or
given additional training. Genaly, our clients provide specific product training for our customer service
representatives and, in certain instancessitenclient personnel to provide specific technical support. To maintain
good employee relations and to minimize employee turnewestrive tooffer competitive pay, hire primarily full
time employees who are eligible to receive a full range of employee benefits, and provide employees with clear,
visible career paths.

Internet Access to Reports
We maintain an Internet websiteiww.pfsweb.com Our annual reports on Form -K) quarterly reports on

Form 16Q, and current reports on Forrk8(and amendments, if any, to those reports filed or furnished pursuant to
Section 13(a) or 15(d) of the Secig# Exchange Act of 1934) are made available, free of charge, through the
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investor relations section of this website as soon as reasonably practicable after we electronically file such material,
or furnish it to the Securities and Exchange Commission. I8 maintain an Internet website for our online
discount retailer, www.ecost.cont.he information on these websites is not incorporated in this report.

Government Regulation

We are subject to federal, state, local and foreign consumer protectioniralusling laws protecting the
privacy of our customer sd per sonpblid igformator and irefulatohsl e i nf
prohibiting unfair and deceptive trade practices. Furthermore, the growth and demand for online commerce has and
may continue to result in more stringent consumer protection laws that impose additional compliance burdens and
greater penalties on online companies. Moreover, there is a trend toward regulations requiring companies to provide
consumers with greater infoation regarding, and greater control over, how their personal data is used, and
requiring notification where unauthorized access to such data occurs. For example, many states currently require us
to notify each of our customers whoeaffected by any datsecurity breach in which an unauthorized person, such
as a computer hacker, obtains such customerds name an
driverbés license number, credit or d e b Intadditon, rseerah u mb e r
jurisdictions, including foreign countries, have adopted privatgted laws that restrict or prohibit unsolicited
emai | promotions, commonly Kknown as Aspam, 06 and that
violations. O such | a8 P AtMidbe ARCANT 2003, became ef fEB2004 ve in
and imposes complex, burdensome and often ambiguous requirements in connection with our sending commercial
email to our customers and potential customers. Mae in an effort to comply with these laws, Internet service
providers may increasingly block legitimate marketing emails. These consumer protection laws may become more
stringent in the future and could result in substantial compliance costs and rdeudleré with the conduct of our
business.

We collect sales or other similar taxes for shipments of goods in certain states. One or more local, state or
foreign jurisdictions may seek to impose sales tax collection obligations on us and otbkestatécompanies that
engage in online commerce. If sales tax obligations are successfully imposed upon us by a state or other jurisdiction,
we could be exposed to substantial tax liabilities for past sales and fines and penalties for failure to collect sales
taxes and we could suffer decreased sales in that state or jurisdiction as the effective cost of purchasing goods from
us increases for those residing in that state or jurisdiction. In addition, new legislation or regulation, the application
of laws and reglations from jurisdictions whose laws do not currently apply to our business or the application of
existing laws and regulations to the Internet and commercial online services could result in significant additional
taxes or regulatory restrictions on dansiness. These taxes could have an adverse effect on our cash flows and
results of operations. Furthermore, there is a possibility that we may be subject to significant fines or other payments
for any past failures to comply with these requirements.

Item 1A. RISK FACTORS

Our business, financial condition and operating results could be adversely affected by any or all of the following
factors, in which event the trading price of our common stock could decline, and you could lose part or all of your
invegment.

Risks Related to All Our Business Segments

Our business and future growth depend on our continued access to bank and commercial financiuyg.
uncertain or recessed econonmyay negatively impact our business, results of operations, financial oo or
liquidity.

During the past two yearthe credit markets and the financial services industry have been experiencing a period
of unprecedented turmoil and upheaval characterized by the bankruptcy, failure, collapse or sale of various financial
institutions and an unprecedented level of intervention from the United States and foreign goverAments.
uncertain or recessed economyoul d al so adver s eloperatiomspoa abtlity to imaintaimu st o me
liquidity, which may negatively impact our bimess and results of operations.
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Our business and future growth currently depend on our ability to access bank and commercial lines of credit.
We currently depend on an aggregate of approximatEly #illion in line of credit facilities provided by verus
banks and commercial lenders. These lines of credit currently matatevarious dates througlay 2011 and are
secured by substantially all our assets. Our ability to renew our line of credit facilities depends uporacoiss
including theavailability of bank loans and commercial credit in general, as well as our financial condition and
prospects. Therefore, we cannot guarantee that these credit facilities will continue to be available beyond their
current maturiies on reasonable terms @t all. Our inability to renew or replace our credit facilities or find
alternative financing would materially adversely affect our business, financial condition, operating results and cash
flow.

Our clients and customers may be unable to pay us for aurdpicts and services

Our clients and customers include some companies that may from time to time encounter financial difficulties,
especially in light of the current economic environment and the turmoil in the credit markéts. a cl i ent 6 s
c u s t ofmanciad difficulties become severe, they may be unwilling or unable to pay our invoices in the ordinary
course of business, which could adversely affect collections of both our accounts receivable and unbilled services.

The bankruptcy of a client or stomer with a substantial account receivable could have a material adverse effect on
our financial condition and results of operatioria. addition, if a client or customer declares bankruptcy after
paying us certain invoices, a court may determine tieaang not properly entitled to that payment and may require
repayment of some or all of the amount we received, which could adversely affect our financial condition and results
of operations.

We anticipate incurring significant expenses in the foreseeafoleire, which may reduce our ability to achieve or
maintain profitability.

To reach our business growth objectives, we may increase our operating and marketing expenses, as well as
capital expenditures. To offset these expenses, we will need to geadtienal profitable business. If our revenue
grows sl ower than either we anticipate or our client ¢
expenses exceed our expectations, we may not generate sufficient revenue to be profitabléedp susthin or
increase profitability on a quarterly or an annual basis in the future. Additionally, if our revenue grows slower than
either we anticipate or our clientsd projections indi
operatingresults could be adversely affected.

Changes to financial accounting standards may affect our reported results of operations.

We prepare our financial statements to conforndtited Stategenerally accepted accounting principles, or
GAAP. GAAP is sufect to interpretation by thEinancial Accounting Standards Boatlde SEC and various bodies
formed to interpret and create appropriate accounting policies. A change in those policies can have a significant
effect on our reported results and may eveacfbur reporting of transactions that were completed before a change
is announced. Accounting rules affecting many aspects of our business, including rules relating to accounting for
revenue recognitigrarrangements involving multiple deliverablmsd ogerating leaseshave recently been revised
or are currently under review. Changes to those rules or current interpretation of those rules may have a material
adverse effect on our reported financial results or on the way we conduct our business.

We opera¢ with significant levels of indebtedness and are required to comply with certain financial and non

financial covenants; we are required to maintain a minimum level of subordinated loans to our subsidiary
Supplies Distributors; and we have guaranteed cémadebtedness and obligations of our subsidiaries Supplies

Distributors and eCOST.

As of December 312009, our total credit facilities outstanding, including debt, capital lease obligations and our
vendor accounts payable related to financing of IRSlyct inventory, was approximatel$42million. Certain of
the credit facilities have maturity dates in calendar yedrl 20ut are classified as current liabilities in our
consolidated financial statements. We cannot provide assurance that our cibtiésfavill be renewed by the
lending parties. Additionally, these credit facilities include both financial andfinancial covenants, many of
which also include cross default provisions applicable to other agreements. These covenants also rabititt our
to transfer funds among our various subsidiaries, which may adversely affect the ability of our subsidiaries to
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operate their businesses or comply with their respective loan covenants. We cannot provide assurance that we will
be able to maintainampliance with these covenants. Any memewal or any default under any of our credit
facilities would have a material adverse impact upon our business and financial condition. In addition we have
provided $.0 million of subordinated indebtedness to Sligwp Distributors as of December 320M. The

maximum level of this subordinated indebtedness to Supplies Distributors that may be provided without approval
from our lenders is %5 million. The restrictions on increasing this amount without lender approay limit our
ability to comply with certain | oan covenants or furth
guaranteed most of the indebtedness of Supplies Distributors. Furthermore, we are obligated to repay any over
advance madetSupplies Distributors by its lenders to the extent Supplies Distributors is unable to do so. We have

al so guaranteed eCOST6és $7.5 million credit Il i ne, as
expect that it may be necessary to prevatlditional guarantees of certain eCOST vendor trade payables in the
future.

We are dependent on our key personnel, and we need to hire and retain skilled personnel to sustain our business.

Our performance is highly dependent on the continued serdtesur executive officers and other key
personnel, the loss of any of whom could materially adversely affect our business. In addition, we need to attract and
retain other highhskilled, technical and managerial personnel for whom there is intense dionpétie cannot
assure you we will be able to attract and retain the personnel necessary for the continuing growth of our business.
Our inability to attract and retain qualified technical and managerial persmuidl materially adversely affect our
ability to maintain and grow our businesignificantly.

We are subiject to risks associated with our international operations.

We currently operate distribution center in Liege, Belgiuwith approximately 150,000 square fesid a
distribution center immorontg Canadawith approximately 23,000 square feboth of which currently have excess
capacity. We also operatefacility in the Philippineswith approximatty 7,000 square fedb provide call center
andcustomer service functionsechnical support, product management and sales actiWiesannot assure you
that we will be successful in expanding in these or any additional international markets. Innatiithe
uncertainty regarding our ability to generate revenue from foreign operations and expand our international presence,
there are risks inherent in doing business internationally, including:

A changing regulatory requirements;

A | egal regardirg foteign laws, tariffs and other trade barriers;

A political instability:;

A potentially adverse tax consequences:;
A foreign currency fluctuations; and

A cultural differences.

Any one or more of these factors could materially adversely afi@cbusiness in a number of ways, such as
increased costs, operational difficulties and reductions in revenue.

We are uncertain about our need for and the availability of additional funds.

Our future capital needs are difficult to predict. We may regaitditional capital to take advantage of
unanticipated opportunities, including strategic alliances and acquisitions and to fund capital expenditures, or to
respond to changing business conditions and unanticipated competitive pressures. We may asadditjoiral
funds to finance operating losses. Should these circumstances arise, our existing cash balance and credit facilities
may be insufficient and we may need to raise additional funds either by borrowing money or issuing additional
equity. We cannpassure you that such resources will be adequate or available for all of our future financing needs.
Our inability to finance our growth, either internally or externally, may limit our growth potential and our ability to
execute our business strategywt are successful in completing an additional equity financing, this could result in
further dilution to our shareholders or reduce the market value of our common stock.
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We may engage in future strategic alliances or acquisitions that could dilute otisteng shareholders, cause us
to incur significant expenses or harm our business.

We may review strategic alliance or acquisition opportunities that would complement our current business or
enhance our technological capabilities. Integrating any nevgyiged businesses, technologies or services may be
expensive and timeonsuming. To finance any acquisitions, it may be necessary for us to raise additional funds
through borrowing money or completing public or private financings. Additional funds malyenavailable on
terms that are favorable to us and, in the case of equity financings, may result in dilution to our shareholders. We
may not be able to operate any acquired businesses profitably or otherwise implement our growth strategy
successfully. If v are unable to integrate any newly acquired entities or technologies effectively, our operating
results could suffer. Future acquisitions could also result in incremental expenses and the incurrence of debt and
contingent liabilities, any of which couldaim our operating results.

If we fail to maintain an effective system of internal controls, we may not be able to accurately report our
financial results or prevent fraud. As a result, current and potential shareholders could lose confidence in our
financial reporting, which could harm our business, and the trading price of our common stock.

As of December 31, 2@0and kased on the current requirements, and our public float, we were not required to
comply with the requirements o$ection 404 of the SarbasOxley Act to obtain a report by our independent
auditors opining on the effectiveness of our internal controls over financial repaigyill be subject to tis
independent auditor requirement for the year ending December B3Q, 2Dwe fail to corect any issues in the
design or operating effectiveness of internal controls over financial reporting or fail to prevent fraud, current and
potential shareholders could lose confidence in our financial reporting, which could harm our business and the
tradng price of our common stock.

Delivery of our and our <clientsdé products could be del
could lose customers and clients as a result.

We rely upon third party carriers for timely delivery of ourandouc | i ent s product shi pme
are subject to carrier disruptions and increased costs due to factors that are beyond our control, including employee
strikes, inclement weather and increased fuel costs. Any failure to deliver productateair our c¢cl i ent sé ¢

in a timely and accurate manner may damage our reputation and brand and could cause us to lose customers and
clients. We cannot be sure that our relationships with third party carriers will continue on terms favorable to us, if a

all. If our relationship with any of these third party carriers is terminated or impaired or if any of these third parties

is unable to deliver products, we would be required to
products & customers. We may be unable to engage alternative carriers on a timely basis or on favorable terms, if at

all. Potential adverse consequences include:

A reduced visibility of order status and package trac
A delays in orderelyerfjocessing and product d

A increased cost of delivery, resulting in reduced ma
A reduced shipment quality, which may result in damag

Our profitability could be adversely affected if the operation of our distribution @all center facilities were
interrupted or shut down as the result of a natural disaster.

We operate a majority of our distribution facilities in or around the Memphis, Tennessee area and our call center
operations are centered in Plano, Texas. Anyrahtlisaster or other serious disruption to these facilities due to fire,
tornado, flood or any other cause would substantially disrupt our operations and would impair our ability to
adequately service our customers. In addition, we could incur signi§idaigher costs during the time it takes for
us to reopen or replace any one or more of these facilities, which may or may not be reimbursed by insurance. As a
result, disruption at one or more of these facilities could adversely affect our profitability.
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We may be a party to litigation involving our@mmerce intellectual property rights. If third parties claim we
are infringing their intellectual property rights, we could incur significant litigation costs, be required to pay
damages, or change oumsiness or incur licensing expenses.

In recent years, there has been significant litigation in the United States involving patent and other intellectual
property rights. We may be a party to intellectual property litigation in the future to protecadersgecrets or
know-how. United States patent applications are confidential until a patent is issued and most technologies are
developed in secret. Accordingly, we are not, and cannot be, aware of all patents or other intellectual property rights
of which our services may pose a risk of infringement. Others asserting rights against us could force us to defend
ourselves or our customers against alleged infringement of intellectual property rights. We could incur substantial
costs to prosecute or defend angls litigation.

Third parties have asserted, and may in the future assert, that our business or the technologies we use infringe on
their intellectual property rights. As a result, we may be subject to intellectual property legal proceedings and claims
in the ordinary course of business. We cannot predict whether third parties will assert claims of infringement in the
future or whether any future claims will prevent us from offering popular products or services. If we are found to
infringe, we may berequied t o pay monetary damages, which could i nc
any infringement that is found to be willful, and either be enjoined or required to pay ongoing royalties with respect
to any technologies found to infringe. Furthes,aresult of infringement claims either against us or against those
who license technology to us, we may be required, or deem it advisable, to develiofringimng technology,
which could be costly and time consuming, or enter into costly royalty emdicg agreements. Such royalty or
licensing agreements, if required, may be unavailable on terms that are acceptable, or at all. If a third party
successfully asserts an infringement claim against us and we are enjoined or required to pay monetarpidamages
royalties or we are unable to develop suitable-imdninging alternatives or license the infringed or similar
technology on reasonable terms on a timely basis, our business, results of operations and financial condition could
be materially harmed.

A breach of our ecommerce security measures could reduce demand for its services. Credit card fraud and other
fraud could adversely affect our business.

A requirement of the continued growth ocemmerce is the secure transmission of confidential infoomat
over public networks. A party who is able to circumvent our security measures could misappropriate proprietary
information or interrupt our operations. Any compromise or elimination of our security could reduce demand for our
services.

We may be requed to expend significant capital and other resources to protect against security breaches or to
address any problem they may cause. Because our activities involve the storage and transmission of proprietary
information, such as credit card numbers, séglmieaches could damage our reputation, cause us to lose clients,
impact our ability to attract new clients and we could be exposed to litigation and possible liability. Our security
measures may not prevent security breaches, and failure to preveityd@eaches may disrupt our operations. In
certain circumstances, we do not carry insurance against the risk of credit card fraud and other fraud, so the failure
to adequately control fraudul ent tr ardsimgreasdoarmexenses. ei t he

We may be | iable for misappropriation of our customer s

Data security laws are becoming more stringent in the United States and abroad. Third parties are engaging in
increased dyer attacks against companies doing business on the Internet and individuals are increasingly subjected
to identity and credit card theft on the Internet. If third parties or unauthorized employees are able to penetrate our
network security or otherwise miappr opri ate our or our clientsdé cust ome
informati on, or if we give third parties or our emplo
credit card information, we could be subject to liability. Thability could include claims for unauthorized
purchases with credit card information, impersonation or other similar fraud claims. This liability could also include
claims for other misuses of personal information, including unauthorized marketing gmirdaability for
misappropriation of this information could decrease our profitability. In such circumstances, we also could be liable
for failing to provide timely notice of a data security breach affecting certain types of personal information. In
addiion, the Federal Trade Commission and state agencies have brought numerous enforcement actions against

23



I nternet companies for alleged deficiencies in those ¢
continue to bring such actions. We abutcur additional expenses if new regulations regarding the collection, use

or storage of personal information are introduced or if government agencies investigate our privacy or security
practices.

We rely on encryption and authentication technologgnged from third parties to provide the security and
authentication necessary to effect secure transmission of sensitive customer information such as customer credit card
numbers. Advances in computer capabilities, new discoveries in the field of crytpgoa other events or
developments may result in a compromise or breach of the algorithms that we use to protect customer transaction
data. If any such compromise of security were to occur, it could subject us to liability, damage our reputation and
diminish the value of our brardame. A party who is able to circumvent the security measures could misappropriate
proprietary information or cause interruptions in operations. We may be required to expend significant capital and
other resources to protect agsti such security breaches or to alleviate problems caused by such breaches. Our
security measures are designed to prevent security breaches, but our failure to prevent such security breaches could
subject us to liability, damage our reputation and dirhitiiee value of our brandame.

We also may provide nesecured channels for customers to communicate. Despite the increased security risks,

customers may wuse such channels to send personal i nfo
incident s are on the rise. Phi shing involves an online c¢
card numbers or account information to someone preten

incidents have recently given riselitigation against online companies for failing to take sufficient steps to police
against such activities by third parties, and may discourage customers from using online services.

We are subject to a dispute with a municipal authority, which, if noset/ed in our favor, may materially
adversely affect our results of operations.

We receive municipal tax abatements in certain locations. During 2004 we received notice from a municipal
authority that we did not satisfy certain criteria necessary to aiaithe abatements. In December 2006 we
received notice that the municipal authority planned to make an adjustment to our tax abatement. We have disputed
the adjustment, but if the dispute is not resolved favorably, additional taxes of approximatelyligin7could be
assessed against us.

Risks Related to OurPFS and Supplies Distributors Operating Segments

OQur service fee revenue and gross margin is dependent
our costs; many of our client servicagreements are terminable by the client at will, we may incur financial
penalties if we fail to meet contractual service levels under certain client service agreements.

Our service fee revenue is primarily transaction based and fluctuates with the wbltramesactions or level of
sales of the products by our clients for whom we provide transaction management services. If we are unable to retain
existing clients or attract new clients or if we dedicate significant resources to clients whose businesg does
generate sufficient revenue or whose products do not generate substantial customer sales, our business may be
materially adversely affected. Moreover, our ability to estimate service fee revenue for future periods is substantially
dependent upon ouricent s and our own projections, the accuracy
unpredictable. Therefore, our planning for client activity and targeted goals for service fee revenue and gross margin
may be materially adversely affected by inconmlelelayed or inaccurate projections. In addition, many of our
service agreements with our clients are terminable by the client at will. Therefore, we cannot assure you that any of
our clients will continue to use our services for any period of time.ld$geof a significant amount of service fee
revenue due to client terminations could have a material adverse effect on our ability to cover our costs and thus on
our profitability. Certain of our client service agreements contain minimum service levekeregats and impose
financial penalties if we fail to meet such requirements. The imposition of a substantial amount of such penalties
could have a material adverse effect on our business and operations.
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Our business is subject to the risk of custonaard supplier concentration.

For the year ended December 200 and 2008, a U.S. government agency,technology companyanda
consumer products company represented approxim&®/yi5% and10%, respectively, and approximate3y%,
10% and6%, respectiely, of our total service fee revenusxcludingpassthrough revenueOur activity under our
contract with the U.S. government agemoncludedin the secondquarter of 2009 PFS currently operates three
distinct geographical contract arrangements whith technology companwhich are aggregatedn the service fee
revenuepercentageabove During 2010,the technology compamnyotified PFS that it is not renewing two of its
three contracts with PFS expiring during 201Dhe nonrenewalof thesecontracs has had, and may continue to
have,a material adverse effect upon our business.

A substantial portion of our Supplies Distributors product revasuenerated by sales of product purchased
under master distributor agreements with InfoP8irdi | ut i ons Co ihese agreenefits dPeSedminable at
will and no assurance can be given thBS Iwill continue the master distributor agreements with Supplies
Distributors.Supplies Distributorsloes not have its own sales force and reliesupo86s sal es force an
demand generation activities for its sale of IPS product. Discontindrsiech activities would have a material

adverse effect on Supplies Distributorsd business and ¢

Sales by Supplies Diditutors totwo customers accounted for approximate®o of Suppl i es Di stril
product revenue foeach ofthe yeas ended December 32009 and 2008 (16% and 15% of our consolidated net
revenues for the years ended December 31, 2009 and 28p8ctigely) The loss of any one or more of such
customers, or nepayment of any material amount by these or any other customer, would have a material adverse
effect upon Supplies Distributorsé business.

Our operating results are materially impacted byr client mix and the seasonality of their business.

Our business is materially impacted by our client mix and the seasonality of their business. Based upon our
current client mix and their current projected business volumes, we anticipate our seevieveénue business
activity will be at its lowest in the first quarter of our fiscal year and that our master distributor product revenue
business activity will be at its highest in the fourth quarter of our fiscal year. We are unable to predict how the
scasonal ity of future clientsd business may affect our

to modifications to a clientds business. As such, we b
be indicative of theasults for any other quarter or for the full year.

Our systems may not accommodate significant growth in our number of clients.

Our success depends on our ability to handle a large number of transactions for many different clients in various
product catgories. We expect that the volume of transactions will increase significantly as we expand our
operations. If this occurs, additional stress will be placed upon the network hardware and software that manages our
operations. We cannot assure you of ouritghib efficiently manage a large number of transactions. If we are not
able to maintain an appropriate level of operating performance, we may develop a negative reputation, and impair
existing and prospective client relationships and our business wouldtbeally adversely affected.

We may not be able to recover all or a portion of our stapt costs associated with one or more of our clients.

We generally incur statp costs in connection with the planning and implementation of business process
soluions for our clients. Although we generally attempt to recover these costs from the client in the early stages of
the client relationship, or upon contract termination if the client terminates without cause prior to full amortization
of these costs, theiis a risk that the client contract may not fully cover the stprtosts. To the extent stap
costs exceed the starp fees receivediertainexcess costs will be expensed as incurred. Additionally, in connection
with new client contracts we genesalhcur capital expenditures associated with assets whose primary use is related
to the client solution. There is a risk that the contract may end before expected and we may not recover the full
amount of our capital costs.
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Our revenue and margins mayebmaterially impacted by client transaction volumes that differ from client
projections and business assumptions.

Our pricing for client transaction services, such as call center and fulfillment, is often based upon volume
projections and business assuimps$ provided by the client and our anticipated costs to perform such work. In the
event the actual level of activity or cost is substantially different from the projections or assumptions, we may have
insufficient or excess staffing, incremental coststher assets dedicated for such client that may negatively impact
our margins and business relationship with such client. In the event we are unable to meet the service levels
expected by the client, our relationship with the client will suffer and mayt resfinancial penalties and/or the
termination of the client contract.

We face competition from many sources that could adversely affect our business.

Many companies offer, on an individual basis, one or more of the same services we do, and waedatitoro
from many different sources depending upon the type and range of services requested by a potential client. Our
competitors include vertical outsourcers, which are companies that offer a single function, such as call centers,
public warehouses otredit card processors. We compete against transportation logistics providers who offer
product management functions as an ancillary service to their primary transportation services. We also compete
against other business process outsourcing providers,pgtform many similar services as us. Many of these
companies have greater capabilities than we do for the single or multiple functions they provide. In many instances,
our competition is the Hmouse operations of its potential clients themselves. THheuse operations of potential
clients often believe that they can perform the same services we do, while others are reluctant to outsource business
functions that involve direct customer contact. We cannot be certain that we will be able to competéuByccess
against these or other competitors in the future.

Our sales and implementation cycles are highly variable and our ability to finalize pending contracts may cause
our operating results to vary widely.

The sales cycle for our services is variablgjdslly ranging between several months to up to a year or longer
from initial contact with the potential client to the signing of a contract. Occasionally the sales cycle requires
substantially more time. Delays in signing and executing client contragtsaffect our revenue and cause our
operating results to vary widely. A potenti al clientds
significant commi t ment of the clientds resacomganegs and
operating comparisons. To successfully sell our services, we generally must educate our potential clients regarding
the use and benefit of our services, which can require significant time and resources. Consequently, the period
between initial cotact and the purchase of our services is often long and subject to delays associated with the
lengthy approval and competitive evaluation processes that typically accompany significant operational decisions.
Additionally, the time required to finalize pend contracts and to implement our systems and integrate a new client
can range from several weeks to many months. Delays in signing and integrating new clients may affect our revenue
and cause our operating results to vary widely.

Our business could bedversely affected by a systems or equipment failure, whether that of us or our clients.

Our operations are dependent upon our ability to protect our distribution facilities, customer service centers,
computer and telecommunications equipment and softsymtems against damage and failures. Damage or failures
could result from fire, power loss, equipment malfunctions, system failures, natural disasters and other causes. If our
business is interrupted either from accidents or the intentional acts of atberBusiness could be materially
adversely affected. In addition, in the event of widespread damage or failures at our facilities, eermshdigaster
recovery and contingency plans and insurance coverage may not be sufficient.

Our c | i en¢ may aldo besharmex frameany system or equipment failures we experience. In that event,
our relationship with these clients may be adversely affected, we may lose these clients, our ability to attract new
clients may be adversely affected and we couldxp®sed to liability.

I nterruptions could also result from the intentional
computer hackers, or if computer viruses infect our systems, our computers could fail or proprietary information
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could be misappropriated.

If our clients suffer similar interruptions in their operations, for any of the reasons discussed above or for others,
our business could also be adversely affected. IfMany of
our <clients suffer interruptions in their systems, t he
products could be slowed or stopped.

Risks Related to the Business Process Outsourcing Industry

If the trend toward outsourcing doesot continue, our businessould beadversely affected.

Our business could be materially adversely affected if the trend toward outsourcing declines or reverses, or if
corporations bring previously outsourced functions baekomse. Particularly duringegeral economic downturns,
businesses may bring-house previously outsourced functions to avoid or delay layoffs.

Our market is subject to rapid technological change and to compete we must continually enhance our systems to
comply with evolving standasd

To remain competitive, we must continue to enhance and improve the responsiveness, functionality and features
of our services and the underlying network infrastructure. If we are unable to adapt to changing market conditions,
client requirements or enging industry standards, our business could be adversely affected. The internet and e
commerce environments are characterized by rapid technological change, changes in user requirements and
preferences, frequent new product and service introductions embathw technologies and the emergence of new
industry standards and practices that could render our technology and systems obsolete. Our success will depend, in
part, on our ability to both internally develop and license leading technologies to enhaesésting services and
develop new services. We must continue to address the increasingly sophisticated and varied needs of our clients
and respond to technological advances and emerging industry standards and practiceseffeatis@sand timely
bass. The development of proprietary technology involves significant technical and business risks. We may fail to
develop new technologies effectively or to adapt our proprietary technology and systems to client requirements or
emerging industry standards.

Risks Related to eCOST, our Online Discount Retailer Segment
We may not be able to achieve or maintain profitability.
We have incurred continuing operating losses and may not be able to achieve or maintain profitability on a

quarterly or annual basis. Oability to achieve or maintain profitability depends on a number of factors, including
our ability to:

A increase sales;

A maintain and expand vendor relationships;

A obtain additional and increase existing trade credi
A g e nufficienttgess profit; and

A control costs and generate the expected synergies a

We may need additional financing and may not be able to obtain additional financing on favorable terms or at
all, which could increase our costs arimnit our ability to grow.

We may need to obtain additional financing and there can be no assurance that we will be able to obtain
additional financing on commercially reasonable terms or at all. Our failure to obtain additional financing or our
inability to obtain financing on acceptable terms will materially adversely affect our ability to achieve profitability
and grow our business.

Our operating results are difficult to predict.

Our operating results have fluctuated in the past and are likely yosigarificantly in the future based upon a

number of factors, many of which we cannot control. We operate in a highly dynamic industry and future results
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could be subject to significant fluctuations. Revenue and expenses in future periods may be glesdethan

revenue and expenses in the immediately preceding period or in the comparable period of the prior year. Therefore,
periodto-period comparisons of our operating results are not necessarily a good indication of our future
performance. Some of thiactors that could cause our operating results to fluctuate include:

A price competition that results in |lower sales vol

A our ability to prevent credit card fraud and redu

A t he iamimpancimpact df advertising and marketing costs;

A our ability to successfully implement new technol

A our ability to obtain sufficient financing;

A changes in the number of vi s ithosevisitorsioto asiomersye bsi t e

A technical difficulties, including system or Inter

A fluctuations in the demand -sfockingobpwoductgr oducts or ov

A fluctuations in revenuesgthahotidayséasop;pi ng cost s, part

A economic conditions generally or economic condi't
industry or the mail order industry;

A changes in the mix of products that we sell; and

A fluctuat i on gythefth damage @ bbsolescénce. nvent o

The failure to improve our financial and operating performance may result in a failure to comply with our
financial covenants.

In the event we are unable to increase our revenue and/or gross profit from our prelkeabéede not achieve
a sufficient level of operating efficiencies, we may fail to comply with one or more of the financial covenants
required under our working capital line of credit. In such event, absent a waiver, the working capital lender would
be eritled to accelerate all amounts outstanding thereunder and exercise all other rights and remedies, including sale
of collateral and payment under the parent guaranty.

If we fail to accurately predict our inventory risk, our margins may decline as a restfilwrite-downs of our
inventory due to lower prices obtained for older or obsolete products.

Some of the products we sell on our website are characterized by rapid technological change, obsolescence and
price erosion (for example, computer hardwaretvgre and consumer electronics), and because we may sometimes
stock large quantities of particular types of inventory, inventory reserves may be required or may subsequently
prove insufficient, and additional inventory wrile@wns may be required.

Increased product returns or a failure to accurately predict product returns could decrease our revenues and
impact profitability.

We make allowances for product returns based on historical return rates. We are responsible for returns of
certain products orderdgtrough our website from our distribution center as well as products that are shipped to our
customers directly from our vendors. If our actual product returns significantly exceed our allowances for returns,
especially as we expand into new product aateg, our revenues and profitability could decrease. In addition,
because our allowances are based on historical return rates, the introduction of new merchandise categories, new
products, changes in our product mix, or other factors may cause actuad tetexceed return allowances, perhaps
significantly. Any policies intended to reduce the number of product returns may result in customer dissatisfaction,
increased credit card chargeback activity and fewer repeat customers.

Our ability to offer a broal selection of products at competitive prices is dependent on our ability to maintain
existing and build new relationships with manufacturers and vendors. We do not have temg agreements with
our manufacturers or vendors and some of our manufacturerdasendors compete directly with us.

We purchase products for resale both directly from manufacturers and indirectly through distributors and other
sources, all of whom we consider our vendors. We do not have anyelongigreements with any of these ders.
Any agreements with vendors governing our purchase of products are generally terminable by either party upon 30

daysé notice or | ess. I n general, we agree to offer
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information about the products and honor our customer service policies. If we do not maintain relationships with
vendors on acceptable terms, including favorable product pricing and vendor consideration, we may not be able to
offer a broad selection of products or continueffer products at competitive prices, and customers may choose not

to shop at our website. In addition, some vendors may decide not to offer particular products for sale on the Internet,
and others may avoid offering their new products to retailersulikevho offer a mix of closeut and recertified
products in addition to new products. From time to time, vendors may terminate our right to sell some or all of our
products, change the applicable terms and conditions of sale or reduce or discontineertigeghor vendor
consideration that they offer. Any such termination or the implementation of such changes could have a negative
impact on our operating results. Additionally, some products are subject to manufacturer or distributor allocation,
which limits the number of units of those products that are available to us and other resellers.

Our business is subject to the risk of supplier concentration.

Our business is dependent on sales of Hewlett Packard (HP) amdlatd#®l products, which represented
approximatelyd4% of e COST 6 s 119 eftour corsulidated e\v@nué¢s)df09and43% of eCOSTdOs ne
revenues 6 of our consolidated revenyes 2008 If our ability to purchase direct from HP is terminated or
restricted, or if the demand for HP caiP-related products declines, our busineesild be materially adversely
affected.

We are dependent on the success of our advertising and marketing efforts, which are costly and may not achieve
desired results, and on our ability to attract customersamsteffective terms.

Our revenues depend on our ability to advertise and market our products effectively. Increases in the costs of
advertising and marketing, including costs of online advertising, paper and postage costs, costs and fees of third
partyservice providers and the costs of complying with applicable regulations, may limit our ability to advertise and
market our business without impacting our profitability. If our advertising and marketing efforts prove ineffective or
do not produce a suffient level of sales to cover their costs, or if we decrease our advertising or marketing
activities due to increased costs, restrictions enacted by regulatory agencies or for any other reason, our revenues
and profit margins may decrease. Our success depmmaur ability to attract customers on eeffective terms.

We have relationships with online services, search engines, shopping engines, directories and other websites and e
commerce businesses through which we provide advertising banners and é&héhdindirect customers to our
website. We expect to rely on these relationships as significant sources of traffic to our website and to generate new
customers. If we are unable to develop or maintain these relationships on acceptable terms, ooraitydity hew
customers on a cosffective basis could be harmed. In addition, certain of our existing online marketing
agreements require us to pay fixed placement fees or fees for directing visits to our eCOST website, neither of which
may convert intesales.

Because we experience seasonal fluctuations in our revenues, our quarterly results may fluctuate.

Our business is moderately seasonal, reflecting the general pattern of peak sales for the retail industry during the
holiday shopping season. Typilsala larger portion of our revenues occur during the first and fourth fiscal quarters.
We believe that our historical revenue growth makes it difficult to predict the effect of seasonality on our future
revenues and results of operations. In anticipatiincreased sales activity during the first and fourth quarters, we
incur additional expenses, including higher inventory and staffing costs. If sales for the first and fourth quarters do
not meet anticipated levels, then increased expenses may noséevdiich could decrease our profitability. If we
were to experience lower than expected sales during our first or fourth quarters, for any reason, it would decrease
our profitability.

Our business may be harmed by fraudulent activities on our website.

We have received in the past, and anticipate that we will receive in the future, communications from customers
due to purported fraudulent activities on our eCOST website. Negative publicity generated as a result of fraudulent
conduct by third parties couldamage our reputation and diminish the value of our brand name. Fraudulent
activities on our eCOST website could also subject us to losses. We expect to continue to receive requests from
customers for reimbursement due to purportedly fraudulent activitidweats of legal action if no reimbursement
is made.
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If we do not successfully expand our eCOST website and processing systems to accommodate higher levels of
traffic and changing customer demands, we could lose customers and our revenues couldedeclin

To remain competitive, we must continue to enhance and improve the functionality and features of our website.
If we fail to upgrade our website in a timely manner to accommodate higher volumes of traffic, our website
performance could suffer and we mage customers. The Internet and thsoenmerce industry are subject to rapid
technological change. If competitors introduce new features and website enhancements embodying new
technologies, or if new industry standards and practices emerge, our erSEHT website and systems may
become obsolete or unattractive. Developing our eCOST website and other systems entails significant technical and
business risks. We may face material delays in introducing new services, products and enhancements. If this
happens, customers may forgo the use of our eCOST website and use those of our competitors. We may use new
technologies ineffectively, or we may fail to adapt our website, transaction processing systems and computer
network to meet customer requirements or rging industry standards.

If we fail to successfully expand our merchandise categories and product offerings in aeffsttive and timely
manner, our reputation and the value of our new and existing brands could be harmed, customer demand for our
produds could decline and our profit margins could decrease.

Historically, we have generated the substantial majority of our revenues from the sale of computer hardware,
software and accessories and consumer electronics products. In recent years, we hasevatilatew product
categories, includingi F o r t h eand Hportse and leisureNVhile our merchandising platform has been
incorporated into and tested in the online computer and consumer electronics retail markets, we cannot predict with
certainty whetheit can be successfully applied to other product categories. In addition, expansion of our business
strategy into new product categories may require us to incur significant marketing expenses, develop relationships
with new vendors and comply with new tdgtions. We may lack the necessary expertise in a new product category
to realize the expected benefits of that new category. These requirements could strain managerial, financial and
operational resources. Additional challenges that may affect ouryatuliexpand into new product categories
include our ability to:

A establish or increase awareness of new brands and p
A acquire, attract and retain customers at a reasonab
A achieve and maint ai n osdersacross all praduct catagor®es; of cust omer s a
A attract a sufficient number of new customers to who
A successfully market new product offerings to exist.i
A maintain or improve gross margins and fulfillment c
A attract and retain vendors to provide an expanded
and
A manage inventory in new product categories.

We cannot be certain we will be able to successfully address any or all of these challengesner that will
enable us to expand our business into new product categories in-effecste or timely manner. If our new
categories of products or services are not received f
expectationsour results of operations would suffer and our reputation and the value of the applicable new brand and
other brands could be damaged. The lack of market acceptance of our new product categories or inability to generate
satisfactory revenues from any exgled product categories to offset our cost could harm our business.

Credit card fraud could materially adversely affect our business.

We do not currently carry insurance against the risk of credit card fraud, so the failure to adequately control
fraudulent credit card transactions could reduce our revenues and gross margin. We may suffer losses as a result of
orders placed with fraudulent credit card data even though the associated financial institution approved payment of
the orders. Under current crediard practices, we may be liable for fraudulent credit card transactions because we
did not obtain a cardhol derds signature. I f we are un
companies require more burdensome terms, refuse &ptacredit card charges or assess financial penalties, our
business could be materially adversely affected.
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If we are unable to provide satisfactory customer service, we could lose customers.

Our ability to provide satisfactory levels of customer servepends, to a large degree, on the efficient and
uninterrupted operation of our customer service operations. Any material disruption or slowdown in our order
processing systems resulting from labor disputes, telephone or Internet failures, powercer agages, natural
disasters or other events could make it difficult or impossible to provide adequate customer service and support. If
we are unable to continually provide adequate staffing and training for our customer service operations, our
reputationcould be seriously harmed and we could lose customers. Because our success depends in large part on
keeping our customers satisfied, any failure to provide high levels of customer service would likely impair our
reputation and decrease our revenues.

We nmay not be able to compete successfully against existing or future competitors.

The market for online sales of the products we offer is intensely competitive and rapidly evolving. We
principally compete with a variety of online retailers, specialty retaidéand other businesses that offer products
similar to or the same as our products. Increased competition is likely to result in price reductions, reduced revenue
and gross margins and loss of market share. We expect competition to intensify in thedoturee current and
new competitors can enter the market with little difficulty and can launch new websites at a relatively low cost. In
addition, some of our product vendors have sold, and continue to intensify their efforts to sell, their produgts direct
to customers. We currently or potentially compete with a variety of businesses, including:

A ot h ecategomuohline retailers and liquidationaglers;

A online discount retailers of computer NewHjgandnsumer
TigerDirect;

A consumer electronics and office supply superstores
and

A manufacturers such a sPadkgdahdeBM, that dell directly o tustonsens., Hewl ett

Many of the carent and potential competitors described above have longer operating histories, larger customer
bases, greater brand recognition and significantly greater financial, marketing and other resources than we do. In
addition, online retailers may be acquired teceive investments from or enter into other commercial relationships
with larger, wellestablished and welinanced companies. Some of our competitors may be able to secure products
from manufacturers or vendors on more favorable terms, devote gresterrces to marketing and promotional
campaigns, adopt more aggressive pricing or inventory availability policies and devote substantially more resources
to website and systems development than we are able to.

If the protection of our trademarks and pprietary rights is inadequate, our eCOST brand and reputation could
be impaired and we could lose customers.

We have five trademarks and/or service marks that we consider to be material to the successful operation of our
business: eCOST®, eCOST.com®, ed3®m Your Online Discount Superstore!®, Bargain Countdown® and
Bargain Countdown Platinum Club®. We currently use these marks in connection with telephone, mail order,
catalog and online retail services. We rely on trademark and copyright law, tradé¢ pextestion and
confidentiality agreements with our employees, consultants, suppliers and others to protect our proprietary rights.
Our competitors or others could adopt trademarks and/or service marks similar to our marks, or try to prevent us
from usingour marks, and/or contest our registrations in and to our marks thereby impeding our ability to build
brand identity and possibly leading to customer confusion. Any claim by another party against us for customer
confusion caused by use of our trademand/@ service marks, or our failure to obtain registrations for our marks,
could negatively affect our competitive position and could cause us to lose customers.

Although we have received a patent from the U.S. Patent and Trademark Office for our gmpjégain

Countdown® technology, we cannot provide any assurance that effective patent and trademark protection will be
available in all instances, including in other countries in which our products and services may be available.
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Effective trademark, esvice mark, patent, domain name, copyright and trade secret protection may not be
available in every country in which we will sell our products and offer our services. In addition, the relationship
between regulations governing domain names and lawscpirmérademarks, service marks and similar proprietary
rights is unclear. Therefore, we may be unable to prevent third parties from acquiring domain names that are similar
to, infringe upon or otherwise decrease the value of our trademarks and/or seaviceand other proprietary
rights. If we are unable to protect or preserve the value of our trademarks, service marks, domain names, copyrights,
trade secrets or other proprietary rights for any reason, our competitive position could be negativetyaftbote
could lose customers.

We may be subject to product liability claims that could be costly and time consuming.

We sell products manufactured and distributed by third parties, some of which may be defective or may not
comply with applicable laws aegulations, such as laws or regulations requiring warning labels. If any product that
we sell were to cause physical injury or damage to property or otherwise not comply with applicable laws or
regulations, we may be subject to claims being assertedsags as the retailer of the product. Our insurance
coverage may not be available or adequate to cover every claim that could be asserted. If a successful claim were
brought against us in excess of its insurance coverage, it could expose us to sidiaifitiyt Even unsuccessful
claims could result in the expenditure of funds and management time and could decrease profitability.

eCOST may be subject to future i mpairment charges rel af

The valuation of intangible assetdated to eCOST idependent upon, among other thinge, estimated value
of eCOST'rojected cash flows for its business. In the event eCOST is unafmleetosuch projections, or such
estimated values are otherwise less than the carrying valuelofrdangibles, we may be required under current
accounting ruleso record an impairment charge in connection with the watden of such intangibles.

Ri sks Related to Our eCOST Online Retailer Operating S

Additional sales and use taxe®uld be imposed on past or future sales of our products or other products sold on
our eCOST website, which could adversely affect our revenues and profitability.

In accordance with current industry practice and our interpretation of applicable lawlleet @od remit sales
taxes only with respect to physical shipments of goods into states where we have a physical presence. If any state or
other jurisdiction successfully challenges this practice and imposes sales taxes on orders on which we dad not collec
and remit sales taxes, we could be exposed to substantial tax liabilities for past sales and could suffer decreased sales
in that state or jurisdiction in the future. In addition, a number of states, as well as the U.S. Congress, have been
considering veous legislative initiatives that could result in the imposition of additional sales and use taxes on
Internet sales. If any of these initiatives are enacted, we could be required to collect sales taxes in states where we do
not have a physical presenéaiture changes in the operation of our business also could result in the imposition of
additional sales tax obligations. The imposition of additional sales and use taxes on past or future sales could
adversely affect our revenues and profitability.

Existing or future government regulation could expose us to liabilities and costly changes in our business
operations, and could reduce customer demand for our products.

We are subject to general business regulations and laws, as well as regulations andcifiealgmoverning
the Internet and-eommerce. Such existing and future laws and regulations may impede the growth of the Internet
or other online services. These regulations and laws may cover taxation, user privacy, marketing and promotional
practices database protection, pricing, content, copyrights, distribution, electronic contracts, email and other
communications, consumer protection, product safety, the provision of online payment services, intellectual
property rights, unauthorized access (idahg the Computer Fraud and Abuse Act), and the characteristics and
quality of products and services. It is unclear how existing laws governing issues such as property ownership, sales
and other taxes, libel, trespass, data mining and collection, andnaemivacy apply to the Internet and e
commerce. Unfavorable resolution of these issues may expose us to liabilities and costly changes in our business
operations, and could reduce customer demand. The growth and demand for online commerce has atidusay con
to result in more stringent consumer protection laws that impose additional compliance burdens on online
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companies. For example, the laws of many states require notice to customers if certain personal information about
them is obtained by an unauttmmd person, such as a computer hacker. These consumer protection laws could
result in substantial compliance costs and could decrease profitability.

Risks Related to Our Stock

The market price of our common stock may be volatile. You may not be aldeltoyour shares at or above the
price at which you purchased such shares.

The trading price of our common stock may be subject to wide fluctuations in response totqupréeter
fluctuations in operating results, announcements of material sslegents, general conditions in our industry or the
public marketplace and other events or factors. In addition, stock markets have experienced extreme price and
trading volume volatility in recent years. This volatility has had a substantial effect amatfiket prices of securities
of many technology related companies for reasons frequently unrelated to the operating performance of the specific
companies. These broad market fluctuations may adversely affect the market price of our common stock. In
addition, if our operating results differ from our announced guidance or the expectations of equity research analysts
or investors, the price of our common stock could decrease significantly.

Our stock price could decline if a significant number of shares beeoavailable for sale.

As of December 31, 2@ we have an aggregate iB million stock options outstanding to employees, directors
and others with a weighted average exercise pricedafs$per share. The shares of common stock that may be
issued uponxercise of these options may be resold into the public market. Sales of substantial amounts of common
stock in the public market as a result of the exercise of these options, or the perception that future sales of these
shares could occur, could reduce tharket price of our common stock and make it more difficult to sell equity
securities in the future.

Our certificate of incorporation, our bylaws, our shareholder rights plan and Delaware law make it difficult for a
third party to acquire us, despite thmossible benefit to our shareholders.

Provisions of our certificate of incorporation, our bylaws, our shareholder rights plan and Delaware law could
make it more difficult for a third party to acquire us, even if doing so would be beneficial shamaholders. For
example, our certificate of incorporation provides for a classified board of directors, meaning that only
approximately oné¢hird of our directors may be subject to-alection at each annual shareholder meeting. Our
certificate of incorpration also permits our Board of Directors to issue one or more series of preferred stock, which
may have rights and preferences superior to those of the common stock. The ability to issue preferred stock could
have the effect of delaying or preventinghad party from acquiring us. We have also adopted a shareholder rights
plan. These provisions could discourage takeover attempts and could materially adversely affect the price of our
stock. In addition, because we are incorporated in Delaware, we wmgd by the provisions of Sectigd3 of
the Delaware General Corporation Law, which may prohibit large shareholders from consummating a merger with,
or acquisition of us. These provisions may prevent a merger or acquisition that would be attratiiveholders
and could limit the price that investors would be willing to pay in the future for our common stock.

There are limitations on the liabilities of our directors and executive officers.

Pursuant to our bylaws and under Delaware law, owctlirs are not liable to us or our shareholders for
monetary damages for breach of fiduciary duty, except
omissions by a director not in good faith or which involve intentional misconduwckonowing violation of law, or
any transaction in which a director has derived an improper personal benefit.
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Item 2. Properties

Our general corporate headquarters and the corporate headquarters of our PFS service fee and Supplies
Distributors lusinesses are located in Plano, Texas, a Dallas suburb. Our eCOST corporate headquarters is located in
El Segundo, California.

In the U.S., we operate two distribution facilities in Memphis, Tennessee, with aggregate sygweximately
600,000 squae feet. We also operate approximat8R5,000square feet of distribution facilities in Southaven,
Mississippi. Both of these complexes are located approximately five miles from the Memphis International Airport.
We also managedistribution facility in Grapevine, Texasith approximately 200,000 square feet

We operate alistribution center in Liege, Belgiumwith approximately 150,000 square feathich contains
advanced distribution systems and ipguent. We operate alistribution center inTorontq Canadawith
approximately 23,000 square fe®@ie also operate facility in the Philippineswith approximately 7,000 square feet
to providecall center and customer service functions. We operate customer service ceptardacilities in
Tennessee, Texas, Belgium and the Philippines. Our call center technology permits the automatic routing of calls to
available customer service represdntat in several of our call centers.

Except for the Grapevine, Texas facility, which we me
and the material lease agreements contain one or more renewal options.

Item 3. Legal Proceedings
We are not party to any legal proceedings other than routine claims and lawsuits arising in the ordinary course of
our business. We do not believe such claims and lawsuits, individually or in the aggregate, will have a material

adverse effect on our buss®e

Iltem 4. Reserved
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PART II

tem5. Mar ket for Registrantdés Common Equity, Rel ated Sha
Securities
Ourcommonstock s | i sted and currently trades on the NASDAQ

The following table sets forth for the period indicated the high and low sale price for the common stock as reported
by NASDAQ:

Price
High Low

Year Ended Bcember 31, 2008

First QUarter........cocveevevveeeiiiceee e $ 6.02 $3.62

Second QUArtEr........ccceeeviuveeeciriieeneene, $ 556 $3.50

Third QUarter..........cccccvvveeeivieeiceeeiieeea, $ 485 $222

Fourth Quarter..........cccceeeviveeecvieeeee e, $ 259 $0.69
Year Ended December 32009

First QUarter........coceeevevveeeeiieeee e $ 190 $0.70

Second QUArEN.........cceeeveveeeceviieeneenne, $ 174 $0.90

Third QUALET.......ccveeeeieeeeie e, $ 190 $111

Fourth Quarter..........ccccceeevveeeccvieeeee e, $ 183 $1.22

As of March3, 201Q there were approximately,400 shareholders of which approximatel®7 were record
holders of the common stock.

We have never declared or paid cash dividends on our common stbcko anot anticipate the payment of cash
dividends on our common stock in the foreseeable future. We are also restricted from paying dividends under our
debt agreements, without the prior approval of our lenders. We currently intend to retain all garfiimagtce the
further development of our business. The payment of any future cash dividends will be at the discretion of our Board
of Directors and will depend upon, among other things, future earnings, operations, capital requirements, the general
finandal condition of the Company and general business conditions and the approval of our lenders. See
AManagement 6s Discussion and Anal ysi sd diquidiyiand £apital a | Con
Resources. 0

Item 6. Selected Consolidated Famcial Data
None
tem7. Management 6s Discussion and Analysis of Financi al C

We believe the following discussion and analysis provides information that is relevant to an assessment and
understanding of our consolidateesults of operations and financial condition. The discussion and analysis should
be read in conjunction with the consolidated financial statements and related notes thereto appearing elsewhere in
thisForm16K. Thi s Management 06 swillBdpyauwrderstaodn and Anal ysi s

« The impact of forward looking statements;

« Our financial structure, including our historical financial presentation;

« Our results of operations for the last three years;

« Our relationship with our subsidiaries Supplies Distribsitmnd e COST;

« Our liquidity and capital resources;

« The impact of seasonality, inflation and recently issued accounting standards on our financial statements; and
« Our critical accounting policies and estimates.

Forward -Looking Information

We have made forardlooking statements in this Report on FormKLOThese statements are subject to risks
and uncertainties, and there can be no guarantee that these statements will prove to be correctodlangard
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statements include assumptions as to how we mayrpenfo i n t he future. When we use w
Abelieve, 0 Aexpect,d dHAanticipate, 60 Apredict,d Apotent

itargeto and Aesti mated or s i-lmokihgastaterents.pYoeshosld endesstand w e
that the following important factors, in addition to the Risk Factors set forth above or elsewhere in this Report on
Form 16K, could cause our results to differ materially from those expressed in our fdoekidg statements.

These factors include:

Aour ability to retain and expand relationships with existing clients and attract and implement new clients;
Aour reliance on the fees generated by the transaction volume or product sales of our clients;

ar e

Aourrelianceonour@dint sé projections or transaction volume or
Aour dependence upon our agreements wi t h I nternatio
I nfoPrint Solutions Company (Al PSd), a joint venture

Aour dependereupon our agreements with our major clients;

Aour client mix, their business volumes and the seasonality of their business;

Aour ability to finalize pending contracts;

Athe impact of strategic alliances and acquisitions;

Atrends in ecommerce, outsurcing, government regulation both foreign and domestic and the market for our
services;

Awhether we can continue and manage growth;

Aincreased competition;

Aour ability to generate more revenue and achieve sustainable profitability;

A effects of clanges in profit margins;

Athe customer and supplier concentration of our business;

Athereliance on thireparty subcontracted serviges

Athe unknown effects of possible system failures and rapid changes in technology;

Aforeign currency risks and ahrisks of operating in foreign countries;

A potential litigation;

Aour dependency on key personnel;

Athe impact of new accounting standards, and changes in existing accounting rules or the interpretations of
those rules;

Aour ability to raise additinal capital or obtain additional financing;

Aour ability and the ability of our subsidiaries to borrow under current financing arrangements and maintain
compliance with debt covenants;

Arelationship with and our guarantees of certain of the liabilitiesindebtedness of our subsidiaries;

Ataxation on the sale of our products;

AeCOSTo6s ability to maintain existing and build new

success of its advertising and marketing efforts;
Ae COST o6 s iacheask itstsajes revenue and sales margin and improve operating efficiencies; and

AeCOSTés ability to generate projected cash flows suf

We have based these statements on our current expectatiansfatooe events. Although we believe the
expectations reflected in our forwalabking statements are reasonable, we cannot guarantee these expegtihitions
actually be achieved. In addition, some forwhroking statements are based upon assumptiotts fasure events
that may not prove to be accurate. Therefore, actual outcomes and results may differ materially from what is
expected or forecasted in such forwdwdking statements. We undertake no obligation to update publicly any
forward-looking statenent for any reason, even if new information becomes available or other events occur in the
future. There may be additional risks we do not currently view as material or that are not presently known. In
evaluating these statements, you should considesusfactors, including the risks set forth in the section entitled
ARi sk Factors. o

Overview
We are an internationalusiness process outsourcim@vider ofendto-endeCommercesolutions We provide
these solutiongo major brand name companies seekingoptimize their supply chain and tenhancetheir

traditional and onlinebusinesschannels andhnitiatives Through oureCOST.com®business unit, we are also
leading multic at egory online discound® aedtai legareneficHamsavWd fiah
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derive our revenues from three business segméhteCommerce anbdusiness process outsourcirt), master
distributionand3) onlinediscountretailing

First, in oureCommerce anthusiness process outsourcing business segment, we aeniwevenues frora
broad range of services, including professional consulting, technology collaboration, order management, managed
web hosting and web developmetite deployment of an eCommerce technology platfaustomer relationship
management, fencial services including billing and collection services and working capital solutions, kitting and
assembly services, information management and international fulfilment and distribution services. We offer our
services as an integrated solution, whicaldes our clients to outsource their complete infrastructure needs to a
single source and to focus on their core competencies. Our distribution services are conducted at warehouses we
lease or manage and include réade inventory management and custosdipicking, packing and shipping of our
clientsdé customer orders. We currently provide infrast
range of vertical markets, including technology manufacturing, computer products, cosmetids, doagis,
contemporary home furnishings, apparel, aviation, telecommunications and consumer electronics, among others.

In thiseCommerce anbusiness process outsourcing segment, we do not own the underlying inventory or the
resulting accounts receivablayt provide management services for these chswried assets. We typically charge
our service fee revenue on a ephBis basis, a percent of shipped revenue basis or@gmsaction basis, such as a
perminute basis for welenabled customer contactnter services and a p#em basis for fulfilment services.
Additional fees are billed for other services. We price our services based on a variety of factors, including the depth
and complexity of the services provided, the amount of capital expenditusystems customization required, the
length of contract and other factors.

Many of our service fee contracts involve thpdrty vendors who provide additional services such as package
delivery. The costs we are charged by these 4bardy vendors fothese services are often passed on to our clients.
Our billings for reimbursements of thesestsand ot fofproceutt®® expenses include t
handling costs and telecommunication charges and are included -thpasgsh revenue.

Our second business segment is a product revenue model. In this segment, we are a master distributor of product
for IPS and certain other clients. In this capacity, we purchase, and thus own, inventory and recognize the
corresponding product revenue. Asesult, upon the sale of inventory, we own the accounts receivable. Freight
costs billed to customers are reflected as components of product revenue. This business segment requires significant
working capital requirements, for which we have senior creditifies to provide fompproximately$91 million of
available financing.

Our third business segment is a wahmmerce product revenue model focused on the sale of products to a broad
range of consumer and business customers. In this segment we apeaataulticategory online discount retailer
of news;oufiol asna r e-came mearchandisé. @ur prodact line currently offgoproximately
300,000 productsn several primary merchandise categories, primarily includorgputersnetworking,electronics
and entert ai n mendtprojeciongaareeras and camdoradarss memory and stofagepr t he Homed
and sports and leisure.

Growth is a key element to achieving our future goals, including achieving and maintaining sustainable
profitability. Growth in oureCommerce anbusiness process outsourcing segment is driven by two main elements:
new client relationships and organic growth from existing clients. We focus our sales efforts on larger contracts
with brandname companies withinwb primary target markets, online brands and retailers and technology
manufacturers, which, by nature, require a longer duration to close but also have the potential to be higher quality
and longer duration engagements.

Growth within our product reverubusiness is primarily driven by our ability to attract new master distributor
arrangements with IPS or other manufacturers and the sales and marketing efforts of the manufacturers and third
party sales partners.

Growth within our wekcommerce produat eve nue mod el is primarily driven
sales by generating organic growth, new customers and expanding its product line.
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We continue to monitor and control our costs to focus on profitability. While we are targeting our niee ser
fee contracts to yield increased gross profit, we also expect to incur incremental investments to implement new
contracts, investments in infrastructure and sales and marketing to support our targeted growth and increased public
company professiona¢és.

Our expenses comprise primarily four categories: 1) cost of product revenue, 2) cost of service fee revenue, 3)
cost of pasghrough revenue and 4) operating expenses.

Cost of product reventeconsists of the purchase price of product sold andHtaiosts, which are reduced by
certain reimbursable expenses. These reimbursable expenses incluttequags customer marketing programs,
direct costs incurred in passing on any price decreases offered by vendors to cover price protection and certain
special bids, the cost of products provided to replace defective product returned by customers and certain other
expenses as defined under the master distributor agreements. Vendor marketing programs, swmh as co
advertising, also reduce cost of produstenue.

Cost of service fee reveniieconsists primarily of compensation and related expenses for ouenedied
customer contact center services, international fulfillment and distribution services and professional consulting
services, and other fixeghd variable expenses directly related to providing services under the terms of fee based
contracts, including certain occupancy and information technology costs and depreciation and amortization
expenses.

Cost of passhrough revenué the related reimlrsable costs for pagkrough expenditures are reflected as cost
of passthrough revenue.

Operating expenses c onsi st primarily of selling, gener al and
compensation and related expenses for sales and marketffigasteertising, online marketing and catalog
production, distribution costs (excluding freight) applicable to the Supplies Distributors and eCOST businesses,
executive, management and administrative personnel and other overhead costs, including cegaimcyand
information technology costs and depreciation and amortization expenses.

Monitoring and controlling our available cash balances continues to be a primary focus. Our cash and liquidity
positions are important components of our financing o¢f lmoirrent operations and our targeted growth. In recent
years we have added to our available cash and liquidity positions through various transactiatiag working
capital financing agreements for our primary operating subsidiaries and througfsale common stock through
private placement transactions
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Results of Operations
Year Ended December 31, 2009 Compared to Year Ended December 31, 2008

The following table discloses certain financial information for the perfmésented, expressed in terms of
dollars, dollar change, percentage change and as a percentage of total revenue (in millions).

% of Total
Change Revenue
2009 2008 $ % 200¢ 2008
Revenues:
Product revenue, net $  267.¢ $ 3305 $ (62.9 (19.0% 75.9% 73.%
Service fee revenue 58.€ 85.¢ (26.9) (31.3% 16.6% 18.%%
Passthrough revenue 26.2 35.¢ (9.6 (26.8% 75% 7. %
Total net revenues 352.f 451.¢ (99.9 (22.0% 100.(% 100.(%
Cost of Revenues
Cost of product revenue 245.% 305.1 (59.9 (19.60% 91.7% (1) 92.2%
Cost of service fee revenue 41.¢ 58.C (16.9 (27.8% 715% (2) 67.%%
Passthrough cost of revenue 26.2 35.¢ (9.9 (26.8% 1000% (3) 100.%
Total cost of revenues _ 313« 399.( (85.6) (21.9% 88.9% 88.2%
Product revenue gross profit 224 25.¢ 3.0 (12.2% 83% (1) 7.1%
Service fee gross profit 16.7 274 (10.9) (38.9% 285% (2) 32.1%
Passthrough gross profit - - -
Total gross profit 39.1 52.¢ (13.79) (26.0% 111% 11.7%
Operating Expenses 421 66.1 (4) (240) (363)% 11.9% _14.%
Lossfrom opeations (3.1 (13.9) 102 (77.1)% (0.8)% (2.9%
Interest expense, net 12 1€ (0.9 (22.8% 04% 0%
Lossbefore income taxes _ (43 (14.9) 106 (71.9% 1.2% (3.9%
Income tax expense, net 03 0.6 (0.5 (59.1)% 0.1% _ 0.2%
Net loss $ _(46 $ _(15.3) $ 111 (70.8)% (L.9% _(B.5%
1) Represents the percent of Product revenue, net.
) Represents the percent of Service fee revenue.
3) Represents thegpcent of Pasthrough revenue.
4) Includes a $16.3 million charge for goodwill and intangible asset impairment.

Product Revenue, neteCOST product revenue wa84b6 million in 2009, a 15.3% decrease as compared to
$99.8million in the prior yearThe deceasewasprimarily due to a overalldecline in salen bothits business to
business (Ai8a@8o0pushaessl t o c odusnghe2009 gerioB @&i@arily restlting n n e |
from the impact of the global economic environment

Supplies Dstributors product revenue 0183.0million decreased 4.7 million, or 20.%%6 in 20® as compared
to the prior year. This decreases primarily due to decreased sales volurasulting from the impact of overall
global economic pressures, inventory raditization by customers, reduced IBM and IPS printer installations in
certain categories as well as the negative impact of foreign exchange rates compared to the same period in the prior
year

We currently expect ouotal 2010 annual product revenue temainrelatively stable orincrease moderately
from 2009levels as global economic conditions improve

Service Fee Revenu@he decrease in service fee revenue for the year ended December 3vagptignarily
due to the nomenewal of a certain U.government agency client relationshighich ended in early 200@artially
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offset by increased service fees generated from the impact of new service contract relatiohsbiphange in
service fee revenue, excluding pdsough revenue, is shown beld® millions):

Year ended December 31, B0.......ccccvvevvireiivireeceesreeeeiene e $85.4
New service contract relationships, including cert

incremental projects under new contracts.................... 8.3

Change in existing client service fees.........cccccvvvereeern. (33.3)

Terminated clients not included 2009 revenue................ (1.8

Year ended December 31, Z0Q..........cuueeiriieiiiiiieeeiniieieeeeeeeeeens $58.6

The $28.0million reduction of service fee reventigat resulted from the nerenewal of the U.S. government
agency client isncluded inthe change irexisting clientservice feedine item alove as there was activity with this
client in each of the years ended December 31, 2009 and 20B8. service fee revenue for the year ended
December 31, 2009 includes approximately $8 million of revenue with clients thainaesch during 2009,
including the U.S. government agency contract. Howebv@sed on historical activity and current projection of
existing clients, including new clients signed2008 and 2009 net of the impact fronthe nonrenewal of certain
clients,we currently anticipate th&010 service fee revenue wilhcreasdrom 2009service fee revenuevels

Cost of Product Revenu€he gross margin for eCOST was &illion or 9.7% of product revenue 200 and
$8.8 million or 8.8% of product revenue during008. Gross margin for eCOST increased from the prior year
primarily due tothe customer mix, which included a larger percentage of sales to the higher margin Haosiness
consumer channel compared to the same period last War are targeting an increasing percentage of eCOST
revenues to be generated from the busi@s®nsumer channel, yet we continue to strive to improve our product
sales and gross margin in our busir@sbusiness channel.

Supplies Distributors costf @roduct revenue decreased K45& million, or 21.1%, to $.68.9million in 2009,
primarily as a result oflecreasegroduct sales. The resulting gross profit margin whbé Bmillion or 7.7% of
product revenue for the year ended Decembe23® and $.6.6 million or 72% of product revenue f&2008. The
gross profit margin fo20M and 2008 include certain incremental inventory c@stjustments The 2009 margin
percentage reflects an increase due to incremental gross margin earned on productuialgsfras certain
product price increases, which is partially offsethiy impacfrom a customer bankruptcy during the first quarter of
20009.

Cost of Service Fee Revenueross profit as a percentage of service fdadinedto 28.8%6 in 2009 from 32.1%
in 2008. The 2008narginsinclude the benefit of a full year of higher margin incremental project work associated
with the U.S. government contract relationship that was not renewed and was completed in the second quarter of
2009.

We targetto earnanoverall gross profit of 2530% onexisting andnew service fee contracts, but we have and
may continue to accept lower gross margin percentages on certain contracts depending on contract scope and other
factors.

Operating ExpensesOperating expensedecreasedy $24.0 million compared t?2008 Operating expenses
were $2.1 million, or 11.9% of total net revenues in tH9009 period and $6.1 million, or 14.8% of total net
revenues in the prior yeaOperating expenses in 20hclude a goodwiland ntangible assdémpairment charge of
$16.3million resulting fromour annual analysisequired under accounting standardxcluding the impact of the
$16.3 million impairment charge for goodwill and intangible assets, operating expenses were 11.@f%bnet tot
revenues in the 2008 period. The remaining increase in operating expsm@spsrcentage of net revenues is due to
the reduction in total net revenyeshich decreased at a higher rate than the reduction in operating expenses.
During 2009, we imgmented certain cost reductions, primarily personnel related adjustments, as a result of the
lower service fee revenue and product revenue

Income TaxesWe recorded a tax provision associated primarily vgiidite income taxes aralr subsidiary

SuppliesDi st ri but or sd Canadi &aringg200®, we recognizezl a tax benefd relating tmaurs .
adoption of a new transfer pricing policy between certain international subsidiaries. This policy adoption resulted

40



from the completion of a transfericing study and its approval by appropriate tax regulatofs.valuation

allowance has been provided for the majority of our net deferred tax assets as of Dece2b@& &1 December

31,2008, which are primarily related to our net operating logsyfarwards and certain foreign deferred tax assets.

We expect that we will continue to record an income tax provision associatestatéhincome taxes at®lpplies
Distributorsd Canadian and European results of operati

Supplies Distributors and itsSubsidiaries

Supplies Distributors and its subsidiaries act as master distributors of various IPS and other products and,
pursuant to a transaction management services agreement between us and Supplies Distributors, we provide
transaction management afdfillment services to Supplies Distributors and its subsidiaries. In addition to our
equity investment in Supplies Distributors, we have also provided Supplies Distributors with a subordinated loan
that, as of December 32009, had an outstanding balznof $%.0 million.

Supplies Distributors has paid us dividends$afl million and $3.0 million in 2009 and 2008 respectively.
Supplies Distributors has received lender approval to pay dividenaispodximately $.0 million in 2010 and to
reduce itssubordinated debt to us by.8 million, but pursuant to the terms of its amended credit agreements, is
restricted from paying further cash dividends without the prior approval of its lenders. In addition, no distribution
may be made if, after giving effethereto,Supplies Distributors or its subsidiaries be in noncompliance with its
financial covenants under its current facilities

eCOST and its Subsidiaries

eCOSTisamulict at egory onl i ne di s eoouundt arnedt arielreree nadfandsedw ,b rfacnld
selling products primarily to customers in the United States. As of Decemb20@®],we have advanced $38
million to eCOST to support its operations.

Liquidity and Capital Resources

Net cash provided by operating activities &8sl million for the year ended December 2D09and primarily
resulted froma decrease in inventories of $8.8 million, a decrease in accounts receivabl® wiillfon and cash
income before working capital changes 8t8million partially offset bya decrease in accounts payaldeferred
revenueaccrued expenses and other liabilities 8f58million. These changegrimarily resulted from decreased
working capitalrequirements in our Supplies Distributors segnielated to decreasd product revenuge compared
to 2008.

Net cash provided by operating activities was $9.5 million for the year ended December 31, 2008 and primarily
resulted from cash income before working capital changes of $9.1 million, an increase in accountsdeigateld,
revenueaccrued expenses and other liabilities of $5.3 million, a decrease in accounts receivable of $3.0 million and
a decrease in restricted cash of $0.3 million, partially offset by an increase in prepaid expenses, other receivables
and other assets of $5.0 licih and an increase in inventories of $3.2 million.

Net cash used in investing activities for the gearded December 32009 and2008totaled %.4 million and
$5.6 million, respectivelyprimarily resulting from capital expenditures.

Capital expenditres have historically consisted primarily of additions to upgrade our management information
systems and general expansion of our facilities, both domestic and f@etoertain technology and development
costs related to new client implementatioxi¢e expect to incur capital expenditures to support new contracts and
anticipated future growth opportunities. Based on our current client business activity and our targeted growth plans,
we anticipate our total investment in upgrades and additions toisc#ind information technology servicasd
capitalized implementation cosfer the upcoming twelve months will be approximaté#y million to $7 million,
although additional capital expenditures may be necessary to support the infrastructure requifemeentdients.
To maintain our current operating cash position, a portion of these expenditures may be financed through debt,
operating or capital leasesdditional equityor implementation fees charged to our client§e may elect to modify
or defr a portion of such anticipated investments in the event that we do not achieve the revenue necessary to
support such investments.
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Net cash used in financing activities was approximatéy $nillion and $2.1 millionfor the yeas ended
December 312009and 2008, respectivelprimarily representing payments dabt andcapitalleases

Our liquidity has been negatively impacted as a result of the merger with eGDB&.the mergen February
2006 eCOST has experienced a mseof cash primarily dueat operatinglosses. As a result, we have had to
support e COSTO6s c as hedusimgeopesatingvlipsselsThet ameunt gfoflather cash needed to
support eCOST operations wildl depend wupon ftproweitstfi nanci
financial results.e COS T 6 s, exclading the impact of any narash impairment chargekaveimprovedin
recent yearsand we expeatontinuedimprovement as a result of efforts to increase sales, improve product mix and
further improve opeational efficiencies.

Our liquidity hasalso ben negatively impacted by a decline in service fee revenue due to the current general
economic decline as well as the nonrenewal Bf & governmenagencycontractand certain othecontracts To
help minmize the impact of lower service fee revenue have implemented certain measures that redvsréable
costs and expenses amdieployecdexisting infrastructure to other client activities. No assurance can be given that
further decline in service feeevenue will not have a material adverse effect upon our business, financial condition
or results of operations.

During the year ended December 3009, our working capitatiecreasedo $19.3 million from $21.4 million at
December 312008, partially de to the paydown of debt facilitiedong with capital expenditurethat were not
financed through financing arrangements or client implementation fees. Working capital as of December 31, 2009
included the benefit from certain clients paying lempentation fees in 2009 applicable to technology and
development costs that will be incurred by us during 200®.obtain additional financing in the future, in addition
to our current cash position, we plan to evaluate various financing alternatikeirigadhe sale of equity, utilizing
capital or operating leases, borrowing under our credit facilities, expanding our current credit facilities, entering into
new debt agreements or transferring to Hpadties a portion of our subordinated loan balashee from Supplies
Distributors. In conjunction with certain of these alternatives, we may be required to prext@ialetters of credit
to secure these arrangements. No assurances can be given we will be successful in obtaining any additional
financingor the terms thereof. We currently believe our cash position, financing available under our credit facilities
and funds generated from operations (includiogt reductions related to the nonrenewal of our U.S. government
contrac} will satisfy our presety known operating cash needs, our working capital and capital expenditure
requirements, oucurrent debt andease obligations, and additional loans to our subsidiaries Supplies Distributors
and eCOST, if necessary, for at least the next twelve months.

During the past two yearthe credit markets and the financial services industry have been experiencing a period
of unprecedented turmoil and upheaval characterized by the bankruptcy, failure, collapse or sale of various financial
institutions and an unpcedented level of intervention from the United States and foreign governments. While the
ultimate outcome of these events cannot be predicted, they may have a material adverse effect on our liquidity,
financial condition, results of operations and oufightio renew our credit facilities.

In support of certain debt instruments and leases, as of December 3], w&0®ad 8.1 million of cash
restricted for repayment to lenders. In addition, as described above, we have provided collateralized giearantees
secure the repayment of certain of our subsidiariesd c
and norfinancial covenants, and also include cross default provisions applicable to other credit facilities and
agreements. Thesewanants include minimum levels of net worth for the individual borrower subsidarishe
parent guarantoand restrictions on the ability of the borrower subsidiaries to advance funds to other borrower
subsidiaries. As a result, it is possible for @nenore of these borrower subsidiaries to fail to meet their respective
covenants even if another borrower subsidiary otherwise has available excess funds which, if not restricted, could be
used to cure the default. To the extent we fail to comply withdebt covenants, including the monthly financial
covenant requirements and our required | evel of shareh
the credit facility obligations, we would be required to repay all amounts outstandingnithereln particular, in the
event eCOST is unable to increase its revenue and/or gross profit from its presentoleifeld-S service fee
revenue declines from expected levels and it is unable to reduce costs to correspond to such reduced resenue level
or if Supplies Distributors revenue or gross profit declines from expected levels, such events may result in a breach
of one or more of the financial covenants required uttuEr working capital lins of credit. In such event, absent a
waiver, the woking capital lender would be entitled to accelerate all amounts outstanding thereunder and exercise
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all other rights and remedies, including sale of collateral and payment under our parent guaranty. A requirement to
accelerate the repayment of the crddidility obligations would have a material adverse impact on our financial
condition and results of operations. We can provide no assurance we will have the financial ability to repay all of
such obligations. As of December 31, 20@ve were in compliancevith all debt covenantd-urther, any non

renewal of any of our credit facilities would have a material adverse impact on our business and financial condition.
We do not have any other material financial commitments, although future client contractequiag capital
expenditures and lease commitments to support the services provided to such clients.

In the future, we may attempt to acquire other businesses or seek an equity or strategic partner to generate capital
or expand our services or capabd@giin connection with our efforts to grow our business. Acquisitions involve
certain risks and uncertainties and may require additional financing. Therefore, we can give no assurance with
respect to whether we will be successful in identifying businessesquire or an equity or strategic partner,
whether we or they will be able to obtain financing to complete a transaction, or whether we or they will be
successful in operating the acquired business.

To finance their distribution of IPS products, SupplDistributors and its subsidiaries have shenmn credit
facilities with I BM Credit LLC (Al BM Credito) and | BM
have provided a collateralized guaranty to secure the repayment of these credit failémes assdiased credit
facilities providel financing for up to $30.5 million and up 6 million Euros (approximately 3.0 million at
December 312009) with IBM Credit and IBM Belgium, respectively. These agreements ekpieril 2011.

SuppliesDi stri butors also has a | oan and security agree:
provide financing for up to $25 million of eligible accounts receivables in the United States and Canada. The
Wachovia facility expires on the earlier of Marchl2®@r the date on which the parties to the IPS master distributor
agreement no longer operate under the terms of such agreement and/or IPS no longer supplies products pursuant to
such agreement.

Supplies Distributorsd Eugreemenawth Bortid Gomuhercialr FnanteaNsvV. a f ac
(AFortisd) to provide factor i nglOBmilion atDeceémber 31, ZPofmi | | i on
eligible accounts receivablésrough March2011.

These credit facilities contain cross defaplovisions, various restrictions upon the ability of Supplies
Distributors and its subsidiaries to, among other things, merge, consolidate, sell assets, incur indebtedness, make
loans, investments and payments to related parties (including entitie$ydreicidirectly owned by PFSweb, Inc.),
provide guarantees, make investments and loans, pledge assets, make changes to capital stock ownership structure
and pay dividends, as well as financial covenants, such as cash flow from operations, annualizedoeverking
capital, net profit after tax to revenue, minimum net worth and total liabilities to tangible net worth, as defined, and
are secured by all of the assets of Supplies Distributors, as well as a collateralized guaranty of PFSweb.
Additionally, we are required to maintain a subordinated loan to Supplies Distributors of no lesd.thanilBn,
not maintain restricted cash aforethan $5.0 million are restricted with regard to transactions with related parties,
indebtedness and changes to taail stock ownership structure and a minin
million. Furthermore, we are obligated to repay any @drance made to Supplies Distributors or its subsidiaries
under these facilities if they are unable to do so. We lzdso provided a guarantee of the obligations of Supplies
Distributors and its subsidiaries to IBM and IPS, excluding the trade payables that are financed by IBM credit.

Our PFS subsidiary has entered into a Loan and Security Agredm@rh g r e ewitle @Qomeriga Bank
(AiComericaodo), which provides for wup t o tholgh March2®il.l |1 i on o
We entered this Agreement to supplement our existing cash position, and provide funding for our current and future
operations,ncluding our targeted growth. The Agreement contains cross default provisions, various restrictions
upon our ability to, among other things, merge, consolidate, sell assets, incur indebtedness, make loans and
payments to subsidiaries, affiliates and tedaparties (including entities directly or indirectly owned by PFSweb,

Inc.), make capital expendituresnake investments and loans, pledge assets, make changes to capital stock
ownership structure, as well as financial covenants of a minimum tangibleortbtof 0.0 million, as defineda

minimum earnings before interest and taxes, plus depreciation, amortization apashasompensation accruals, if

any, as definedand a minimum liquidity ratio, as defined. TAgreementa | s o | i mi t sincRR&s&8ithe abi | it
subordinated loan to Supplies Distributors to more th&a5 million and permits PFS to advance incremental
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amounts subject to certain cash inflows to PFS, as defioambrtain of its subsidiariesnd/or affiliatesincluding
eCOST. TheAgreementis secured by all of the assets of PFS, as well as a guarantee of PFSweb.

eCOST currently has an assetsed line of credit facility of up to $7.5 million with Wachovia, which is
coll ateralized by substant i aMayyR01lh Bolrowindgs undeC DeSfacdity area s s et s
limited to a percentage of eligible accounts receivable and letter of credit availability is limited to a percentage of
accounts receivable and inventory. As of December 319,26COST had %0 million of letters of credit
outstanding an®l.2milionof avail able credit wunder this facility. T
among other things, merge, consolidate, sell assets, incur indebtedness, make loans, investments and payments to
subsidiares, affiliates and related parties, make investments and loans, pledge assets, make changes to capital stock
ownership structure, as well as a minimum tangible net worth of $0, as defined. PFSweb has guaranteed all current
and future obligations of eCOSThder this line of credit.

We financedcertain capital expenditures through a Loan Agreement with the Mississippi Business Finance
Corporation (the AMBFCO0) pursuant to which the MBFC i
Obligation Revenue Bonds Series 2004 (Priority Fulfill ment Servi c¢
loaned us the proceeds of the Bonds for the purpose of financing the acquisition and installation of equipment,
machinery and related assétssupport incremental busirefrom aSouthaven, Mississippi distribution facility.

The primary source of repayment of the Bonds is a |et
pursuant to a Reimbursement Agreement between us and Comerica under which we arel dbligate to

Comerica all amounts drawn under the Letter of Credit. The Letter of Credit has a maturity date 20 Hpail

which time, if not renewed or replaced, will result in a draw on the undrawn face amount thereof. The amount
outstanding on thé.oan Agreementas of December 31200 was $2.4 million. Our obligations under the
Reimbursement Agreement are secured by substantially all of the assets of our PFS subsidiary, including restricted
cash of $.7 million and aparent ompany guarantee.

eCO4g has historically incurred significant operating losses and used cash to fund its operations. As a result, we

have been required to invest cash to fund eCOSTO6s oper
approval from our lenders. Thenaunt of further cash needed to support eCOST operations depends upon the
financing available under its credit Iine as wel/ as e

31, 2010, we have advancedl$38 miliont o e COST t o daghiilav reguirérerfsdand have lender

approval to advancencremental amounts subject to certain cash inflows to PFS, as definedrtain ofour
subsidiariesnd/or affiliatesincluding eCOST. In the event we need to advance further cash to eCO&Rawbe

required to seek approval from our lenders to provide such funds. We can provide no assurance that we will receive
such approval from our lenders or any terms or conditions required by our lendedgsrto obtain such approval.

In addition, PF&#e b has provided a guaranty of eCOSTb6s bank 1
payables.

We receive municipal tax abatements in certain locations. During 2004 we received notice from a municipality
that we did not satisfy certain criteria nes@y to maintain the abatements. In December 2006 we received notice
that the municipal authority planned to make an adjustment to our tax abatement. We have disputed the adjustment
as of December 31, 2008ut if the dispute is not resolved favorably, éddal property taxes of approximately
$1.7 million could be assessed against us

Off-Balance Sheet Arrangements

There are no ofbalance sheet arrangements that have or are reasonably likely to have a current or future effect
on our financial conditio, changes in financial condition, revenues or expenses, results of operations, liquidity,
capital expenditures or capital resources that is material to investors.
Inventory Management

We manage our inventories held for sale by maintaining sufficieartijies of product to achieve high order fill
rates while at the same time maximizing inventory turnover rates. Inventory balances will fluctuate as we add new

product lines. To reduce the risk of loss due to supplier price reductions, our mastertdisigbeement, as well as
certain vendor agreements in our eCOST business, provide for price protection under which we receive credits if the

44



supplier lowers prices on previously purchased inventory.
Seasonality

The seasonality of our service fee businesi s dependent wupon the seasonality
their products. Accordingly, our management must rely upon the projections of our clients in assessing quarterly
variability. We believe that with our current client mix and theirent business volumes, owmn rateservice fee
business activity will be at its lowest in the quarter ended March 31. We anticipate our Supplies Didiributors
product revenue will be highest during the quarter ended December 31. Our eCOST busindesiteiynseasonal,
reflecting the general pattern of peak sales for the retail industry during the holiday shopping Bgaisalty, a
larger portion of our eCOST revenues occur during the fourth fiscal quarter. We believe our historical revenue
patternmakes it difficult to predict the effect of seasonality on our future revenues and results of operations

We believe that results of operations for a quarterly period may not be indicative of the results for any other
quarter or for the full year.

Inflation
Management believes inflation has not had a material effect on our operations.
Impact of Recently Issued Accounting Standards

In October 2009, the FASB issued Accounting Standards Update (2313, Multiple-Deliverable Revenue
Arrangementsi a oonsensus of the FASB Emerging Issues Task Farcamend certain guidance BASB
Accounting Standards CodificatiBf (ASC) 605, Revenue Recognitio8 5 , fi MEldment Arrngements T h e
amended guidance in ASBD5-25 (1)modifies the separation critarby eliminatingthe criterion that requires
objective and reliable evidence of fair value for the undelivered item(s)(2miiminates the use of the residual
method of allocation and instead requires that arrangement consideration be allocatedineg¢ption of the
arrangement, to all deliverables based on their relative selling price.

The FASB also issued ASRD0914, Certain Revenue Arrangements That Include Software Elenieats
consensus of the FASB Emerging Issues Task Féoceamend the spe of arrangements under AS85,
Software6 0 5 , fiRevenue Recognitiond to exclude tangible pr
software components that function together to deliver

The amended guidance inS& 60525 and AS(85-605 is effective prospectively for revenue arrangements
entered into or materially modified in fiscal years beginning on or after Imn2010, with early application and
retrospective application permittéd/e arein the process oévaluating the impact the amendments to A8625
and ASC985-605 will have orour consolidated financial statements.

Critical Accounting Policies and Estimates

Our consolidated financial statements have been prepared in conformity with accountiigegrigenerally
accepted in the U.S. These accounting principles require us to make estimates and assumptions that affect the
reported amounts of assets and liabilities at the date of our financial statements and the reported amounts of
revenues and expess during the reporting period. While we do not believe the reported amounts would be
materially different, application of these policies involves the exercise of judgment and the use of assumptions as to
future uncertainties and, as a result, actual restbuld differ from these estimates. If there is a significant
unfavorable change to current conditions, it would likely result in a material adverse impact to our business,
operating results and financial condition. We evaluate our estimates and asssrptian ongoing basis. We base
our estimates on experience and on various other assumptions that we believe to be reasonable under the
circumstances. All of our significant accounting policies are disclosed in the notes to our consolidated financial
staements.

We have defined a critical accounting estimate as one that is both important to the portrayal of our financial
condition and results of operations and requires us to make difficult, subjective or complex judgments or estimates
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about matters thatr@ uncertain. During the past three fiscal years, we have not made any material changes in
accounting methodology used to establish the critical accounting estimates discussed below. The following represent
certain critical accounting policies that requiieto exercise our business judgment or make significant estimates. In
addition, there are other items within our consolidated financial statements that require estimation but are not
deemed critical as defined above.

Product Revenue Recognition

Sales are recognized when the title and risk of loss are passed to the customer, there is persuasive evidence of an
arrangement for the sale, delivery has occurred and/or services have been rendered, the sales price is fixed or
determinable and collectabilitg reasonably assuredinder these guidelines, we recognize a majority of our sales,
including revenue from product sales and gross outbound shipping and handling charges, upon receipt of the product
by the customer.For all product sales shipped dirgctiom suppliers to customers, we are the primary obligor in
the transaction, and we take title to the products sold upon shipment, bear credit risk, and bear inventory risk for
returned products that are not successfully returned to suppliers; theredorecognize these revenues at gross
sales amounts.

Sales are reported net of estimated returns and allowances, credit card fraud and chargebacks, all of which are
estimated based upon historical information such as return and redemption rates, anandracithrgeback
experience. Management also considers any other current information and trends in making estimates. If actual
sales returns, allowances, discounts and credit card fraud and chargebacks are greater than estimated by
management, additionakgense may be incurred.

Cost of Service Fee Revenue

Our service fee revenue primarily relates to our distribution services and order management/customer care
services. Distribution services relate primarily to inventory management, product receiviednougng and
fulfillment (i.e., picking, packing and shipping). Order management/customer care services relate primarily to taking
customer orders for our <clientsd prcentey edcteonicvor facsimileer i ou s
Theseservices also entail addressing customer questions related to orders, as well -asllorgagselling
activities.

Our cost of service fee revenue represents the cost to provide the services described above, primarily
compensation and related expensad other fixed and variable expenses directly related to providing the services.
These include certain occupancy and information technology costs and depreciation and amortization expenses.
Certain of these costs are allocated from general and ad@iivistexpenses. For these allocations, we estimate the
amount of direct expenses based on a ckpecific number of transactions processed. We believe our allocation
methodology is reasonable, however a change in assumptions would result in a diffessnprgfit in our
statement of operations, yet no change to the resulting net income or loss.

Allowance for Doubtful Accounts

The determination of the collectability of amounts due from our customers requires us to use estimates and make
judgments regaki ng future events and trends, including monito
credit worthiness to determine that collectability is reasonably assured, as well as consideration of the overall
business climate in which our clients and custos operate. Inherently, these uncertainties require us to make
frequent judgments and estimates regarding our <clients
the appropriate amount of valuation allowances required for doubtful accBumtssions for doubtful accounts are
recorded when it becomes evident that the client or customer will not make the required payments at either
contractual due dates or in the future.

With our master distributor andnline discount retail business we also maintain an allowance for
uncollectible vendor receivables, which arise framaentory returns to vendorsendor rebateand advertising
programs, price protections and other promotions. We determine the sufficiency of the vendor receivablesallowanc
based upon various factors, including payment history. Amounts received from vendors may vary from amounts
recorded because of potential ozmpliance with certain elements of vendor programs. If our estimated
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allowances for uncollectible accounts@ndor receivables subsequently prove insufficient, additional allowance
maybe required.

Allowances for doubtful accounts totaled.@million at both December 312009 and 2008. We believe our
allowances for doubtful accounts are adequate to cover gatgd losses under current conditions; however,
uncertainties regarding changes in the financial condition of our clients and customers, either adverse or positive,
could impact the amount and timing of any additional provisions for doubtful accountsathéte required.

Inventory Reserves

Inventories (merchandise, held for resale, all of which are finished goods) are stated at the lower of weighted
average cost or market. Supplies Distributors and its subsidiaries assume responsibility-foodlogvinventory
under certain master distributor agreements, subject to certain termination rights, but have the right to return product
rendered obsolete by engineering changes, as defined. eCOST assumes responsibilityrfovisigunventory but
has limited ights to return product based on specific inventory agreements. We review iresfotoirmpairment
on a periodic basis, but at a minimum, annually. Recoverability of the inventory on hand is measured by
comparison of the carrying value to the fair vauof the inventoryThis requires us to record provisions and
maintain reserves for excess or obsolete inventbwrite-downs of inventories are necessary, the cost basis of that
inventory isadjusted To determine these reserve amounts, we regulavigweinventory quantities on hand and
compare them to estimates of future product demand and market conditions. These estimates and forecasts
inherently include uncertainties and require us to make judgments regarding potential outcoberemibeB],
2009 and 20@, our allowance for slow moving inventoyas $2.0 million and$2.1million, respectively We
believe our reserves are adequate to cover anticipated losses under current conditions. Significant or unanticipated
changes to our estimates and fasts, either adverse or positive, could impact the amount and timing of any
additional provisions for excess or obsolete inventory that may be required.

Income Taxes

The liability method is used for determining our income taxes, under which candrdeferred tax liabilities
and assets are recorded in accordance with enacted tax laws and rates. Under this method, the amounts of deferred
tax liabilities and assets at the end of each period are determined using the tax rate expected to beereffect
taxes are actually paid or recovered. Valuation allowances are established to reduce deferred tax assets when it is
more likely than not that some portion or all of the deferred tax assets will not be realized. In determining the need
for valuation dbowances, we have considered and made judgments and estimates regarding estimated future taxable
income. These estimates and judgments include some degree of uncertainty and changes in these estimates and
assumptions could require us to adjust the valonaitowances for our deferred tax assets. The ultimate realization
of our deferred tax assets depends on the generation of sufficient taxable income in the applicable taxing
jurisdictions. Although we believe our estimates and judgments are reasonaiée,restilts may differ, which
could be material.

As we operate in multiple countries, we are subject to the jurisdiction of multiple domestic and foreign tax
authorities. Determination of taxable income in any jurisdiction requires the interpretbtienrelated tax laws and
regulations and the use of estimates and assumptions regarding significant future events such as the amount, timing
and character of deductions, permissible revenue recognition methods under the tax law and the sources and
chacter of income and tax credits. Changes in tax laws, regulations, foreign currency exchange restrictions or our
level of operations or profitability in each taxing jurisdiction could have an impact on the amount of income taxes
that we provide during aryiven year.

Intangible Assets

We make judgments and estimates in conjunction with the carrying value of intangible assets, including amounts
to be capitalized, depreciation and amortization methods and useful lives. Additionally, we review intangible ass
for impairment whenever events or changes in circumstances indicate that the carrying amount of an asset may not
be recoverable. We record impairment losses in the period in which we determine that the carrying amount is not
recoverable. Recoverabilif assets to be held and used is measured by a comparison of the carrying amount of an
asset to future net cash flows expected to be generated by the asset. This may require us to make judgments
regarding longerm forecasts of our future revenues andsoslated to the assets subject to review. During the
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fourth quarter of 2008, we determined the carrying values of the intangible assets resulting from our acquisition of
eCOST were impaired, which resulted in a $4.5 million woiteof intangible asset® 2008. No intangible assets
were determined to be impaired during 2009.

Goodwill

The Company acquired eCOSA 2006 because of the strategic benefits expected to result from combining
eCOST@® mmer ce platform with P F S wopdational iafrdsiructnre ¢hdrebyt e ¢ h n o
providing the combined company with the enhanced ability to expand its market share in the fast growing web
commerce marketSuch benefits are the primary factors that contributed to a purchase price that resulted in the
recognition of goodwiill.

Goodwill was derived by thexcess of the purchase price over the fair value of the net identifiable assets
acquired and liabilities assuméa the acquisition of eCOST in 2006, andingluded in the eCOST reportable
segment. Godwill, which is not deductible for tax purposes, is not being amortized but is subject to an impairment
test each year, using a faialuebased approach.

We review goodwill for impairment at least annuatly December 31 We record impairment losses the
period in which we determine that the carrying amount is not recoveRédeverability of assets to be held and
used is measured by a comparison of the carrying amount of an asset to future net cash flows expected to be
generated by the asset. Wstimate the fair value of the eCOST reporting unit using a combination of valuation
models, including the income approach method, the guideline company method, and stock price fretised.
models require us to make judgments regarding-teny forecast of our future revenues and costs related to the
assets subject to review, costs of capital and residual valuasng the fourth quarter of 2008, we determined the
carrying values of the goodwill resulting from our acquisition of eC@@8feimpaired, vhich resulted in an $11.8
million write-off of goodwill in 2008. As of December 31, 2009, the estimated fair value of the eCOST reporting
unit exceeded the carrying amount by approximately 65%.
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Report of Independent Registered Public Accounting Firm

The Board of Directors and Shareholders
PFSweb, Inc.:

We have audited the accompanyimgaaated balance slseet PFSweb, Inc. (a Delaware corporation)

and subisliaries as of December 31, 2009 and, 20@Bthe related consolidated statements of operations,
sharehol der sd evglodstayd casmflows doe yagrs theeh esdie>ui audis of the basic

financial statements included the financial statement schedules listed in the index appearing under Item 15(a)
(1) . These financi al statements and the financia
managemnt.Our responsibility is to express an opinion on these financial statements and financial statement
schedules based on our audit.

We conducted our auslin accordance with the standards of the Public Company Accounting Oversight
Board (United Statedjhose standards require that we plan and perform thecaobitain reasonable
assurance about whether the financial statements are free of material mis$tage@empany is not

required to have, nor were we engaged to perform an audit of itd odetrol over financial reporting.

Our audis included consideration of internal control over financial reporting as a basis for designing audit
procedures that are appropriate in the circumstances, but not for the purpose of expressing an opinion on the
effectiveness of the Company 0 Accordinglyewerrexitess acosadhr o | (
opinion.An audit also includes examining, on a test basis, evidence supporting the amounts and disclosures
in the financial statements, assessi@gaticounting principles used and significant estimates made by
management, as well as evaluating the overall financial statement présentagieve that our awglit

provide a reasonable basis for our opinion.

In our opinion, the consolidated finahactatements referred to above present fairly, in all material respects,

the financial position of PFSweb, Inc. and subsidiaries as of Decemb& &1d 208, and the results of

their operatios and their cash flows fre years then endéd confornity with accounting principles

generally accepted in the United States of America. Also in our opinion, the related financial statement
schedules, when considered in relation to the basic financial statements taken as a whole, present fairly, in all
materal respects, the information set forth therein.

/sl GRANT THORNTON LLP

Dallas, Texas
March 31,2010

50



PFSWEB, INC. AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS
(In thousands, except share data)

December 31,

December 31,

2009 2008
ASSETS
CURRENT ASSETS:
Cash and cash eqUIVAIENLS............ooii it $ 14812 $ 16,050
RESHICIEA CASN.....cce i i 2,096 2,008
Accounts receivable, net of allowance for doubtful account9 o8

and $980 at December 31, 2009 and 2008, respectively.............coecvveeeeeennn. 39,861 44 546
Inventories, net of reserves 62,016and $2,124 at December 31, 2009 &

2008, rESPECHVEIY. ...eiiieiiieiiiiii et 37,949 47,186
Other rECRIVADIES.......coveee e e e 11,605 13,072
Prepaid expenses and other CUrrent aSSeLS..........oivivvviierriiiirieeeee e iiieieeens 4,170 3,802

Total CUIMTENT ASSEIS....uiiiiiieiiie et ev s 110,493 126,664
PROPERTY AND EQUIPMENT, NEL...c.ccciiiiiiiiiiiiee ettt 10,314 12,106
IDENTIFIABLE INTANGIBLES, NEL...uuvuvuiiiiiiiiiiiiiiiniimmneeeeeeeereersrsreresrrsssineneseeees: 805 961
(1@ 10511 1 I 3,602 3,602
OTHER ASSETS. 2,555 1,188
TOtAl ASSEIS.....cevviiiieeeeee e ee e e, $ 127769 $ 144521
LIABI LI TIES AND SHAREHOLDERSS®6 EQUITY
CURRENT LIABILITIES:
Current portion of longerm debt and capital lease obligations....................... $ 19179 $ 22,251
Trade accounts payable 53,642 61,988
Deferred revVeNUE...........coovvvveeieiiieeeeeeieee e 5,164 3,640
Accrued EXPENSES.......cvvveeiririeeeiieeereee e 13180 17414
Total current liabilities. 91,165 105,293
LONG-TERM DEBT AND CAPITAL LEASE OBLIGATIONS, less current
1] i o] o F TP PP UT P UPUUPTPPPPN 3,348 4,951
OTHER LIABILITIES .. .ottt 3,903 1,192
Total labIlItiES.......ccvveeeieieeeee e e, 98416 111,436
COMMITMENTS AND CONTINGENCIES
SHAREHOLDERSG6 EQUI TY:
Preferred stock, $1.00 par value; 1,000,000 shares authorized; none issued

OUESTANAING ..ot ee e e e e e e et e e e eneenees — —
Common stock, $0.001 par valigs,000000 shares authorized;

9,952,164and 9,935,095 shares issued at December 31, 2009 and

respectively; an®,933,803and 9,916,734 outstanding at December 31, 2

and 2008, respectively.......... 10
Additional paidin Capital..........c.eeeiiiiiiiiiieee e 92,738
Accumulated defiCiL..........ocuiiiiiiiiii et (61,393)
Accumulated other comprehensive income 1,825
Treasury stock at cost, 18,361 SharesS.......ccccoeiiiiiiiiimeeiiiiiiieee e (85)

Tot al shar ehol.der.sé..eg.ui.t.y... 29,353 33,085
Tot al Il i abi |l i tdqutg....a.n.d...s.h.ar.e. $ 127769 $ 144,521

The accompanying notes are an integral part of these consolidated financial statements.
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PFSWEB, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF OPERATIONS
FOR THE YEARS ENDED DECEMBER 31
(In thousands, except per share da)

2009 2008
REVENUES:

Product reVeNUE, NEL..........ccoiiiiiiiie e $ 267,685 $ 330,532

SErVviCe fEe rEVENUE.........uuuiiiiiiiieieeeceeeirerre e e e e e e e e 58,619 85,406

Passthrough reveNUE.............ueveeeeeeeiiiceeciiiiieieeeee e e 26,265 35,905

Total FEVENUES.........ccceeeiieiiiiieeieees s ere e e e e e eeenanenes 352499 451,843
COSTS OF REVENUES:

Cost Of ProduCt FEVENUE.........vvviiiieiieieec e 245,272 305,090

Cost of service fee revenue...........cccccvvvviviieeeiccccinivnnnneenes, 41,898 58,009

Cost of passhrough revenue............cceeveeeeveevieeevievieeneeenen, 26,265 35,905

Total COStS Of FEVENUES........uuiiiiiieeeeeecececcriieree e 313,45 399,004
GroSS Profit.....cccicieeeeiiii e 39,064 52,839
SELLING, GENERAL AND ADMINISTRATIVE EXPENSES,

including stock basedompensation expense of $4@nd

$547 in the years ended December 31, 20&&d 2008,

FESPECHVEIY. ....cvveeeeeeeeeee et rne e, 41995 49,073
AMORTIZATION OF IDENTIFIABLE INTANGIBLES ............. 105 806
GOODWILL AND INTANGIBLE ASSET IMPAIRMENT........... b 16,250

Total opeating EXPENSES......ccccccuveererieerieirrereeeeeeeeeeeeeees 42,100 66,129

L0ss from operations..........ccoeeveeeieiiiiiceee e (3,039 (13,290)
INTERESTEXPENSE, NEL...uvvviiiiiiiiiiiieeieiive e, 1,205 1,560

LosS before iNCOMe taX@S.........oovvvvvvvvveiiiriiiieee e e e (4,241 (14,850)
INCOME TAX EXPENSE ...t 329 805

NET LOSS. ...ttt ee e s eeeree e e e $ (4570 $ (15,655)
LOSS PER SHARE:

Basic and Diluted.............coooueiiiiuiiiceee e $ 0.6) $ (1.58)
WEIGHTED AVERAGE NUMBER OF SHARES

OUTSTANDING:

Basic and Diluted...........ccccoeeiiiiiiiiiiieeee 9,929 9,905

The accompanying notes are an integral part of these consolidated financial statements.
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PFSWEB, INC. AND SUBSIDIARIES

CONSOL|I DATED STATEMENTS OF SHAREHOLDERSO6 EQUITY
COMPREHENSIVE LOSS
(In thousands, except share data)

Accumulated

Additional Other Total Comprehensive
Common Stock Paid-In Accumulated Comprehensive  Treasury Stock Shareho Income
Shares Amount Capital Deficit Income (Loss) Shares Amount Equity (Loss)
BalanceJanuaryl, 2008.............. 9,909401 $ 10  $92121 $ (45739 $ 2534 18361 $ (85) $ 48,82
NEt I0SS......ccvvrviiieeiierircceee s} o} 3 (15,659 3 3 3 (15,659 $ (15,659
Stockbased compensation
EXPENSE...oeiiiiieiiiie it o] o] 547 o] o] o] o] 547
Employee stock purchase plan 7,522 o] 26 o] o] o] o] 26
Proceeds from exercised option 18172 o] 34 o] o] o] o] 34
Other comprehensives
foreign currencyranslation
adjustment.........c.ccoceeveeeeenn. 3 3 3 o] (709) o] o] (709) (709)
Comprehensive loss................ $ (16,3694
Balance, December 31, 20...... 9,935095 $ 10 $92728 $(61,393 $ 1,825 18361 $(85) $ 33085
NEt I0SS......ocviiiiiiieriieriie e s} o} o] (4,570 o] o] e} (4,570 $ 4,570
Stockbased compensation
EXPENSE...oeiiiiieiirie it o] o] 407 o] o] o] o] 407
Employee stock purchase plan 17,069 o] 17 o] o] o] o] 17
Other comprehensive lass
foreign currency translation
adjustment..........cccoevveeenieenne o] o] o] o] 414 o] o] 414 414
Comprehensive loss $ (4,156
Balance, December 31, 20009.... 9,952164 $ 10 $93152 $(65963 $ 2239 18,361 $(85 $ 29353

The accompanying notes are an integral part of these consoliniatedial statements.
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PFSWEB, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS
FOR THE YEARS ENDED DECEMBER 31

(In thousands)
2009 2008

CASH FLOWS FROM OPERATING ACTIVITIES:
NEELOSS. ...ttt e e etee e eaae e $ (4570 $ (15,655)
Adjustments to recoile net loss to net cash provided |

operating activities:

Depreciation and amortization............cccccooevvvvieeeeeee e 6,852 6,622
Goodwill and intangible asset impairment........................ o} 16,250
LOSS 0N sale Of aSSetS.....cccuuvveiiiiiiiiiiieeeie e 6 17
Provision for doubtful accounts...........cccccccvviiiiieccinennnnen. 147 174
Provision for excess and obsolete inventary..................... 996 1,482
Deferred iNCOME taXeS.....covviieeeeeieeeeeeeteeee e (65) (293)
Stockbased compensation expense.............oeeevvvvvuuemmnnns 407 547
Changes in operating assets and liabilities:
Restricted Cash..........ccoovvviiiiii e, (12) 291
Accounts receivable............cooooiiiiii 4,982 3,020
INVENLONIES, NEL.....coi i eee s 8,799 (3,243)
Prepaid expenses, other receivables and other assets.. 69 (5,031)
Accounts payablegeferred revenuegccrued expenses ar
other liabilitieS.......uuveiiiiiiiie e (9.486) 5,270
Net cash provided by operating activities...............ccc..e.... 8,126 9,451
CASH FLOWS FROM INVESTING ACTIVITIES:
Purchases of property and equipment................cvvvvvecmnnns (4,440) (5,754)
Proceeds from sale of aSSetS..........eeviiviiiiiiiccciiiiiiiieeeee, o) 117
Net cash used in investing activities...........cccceeeeveiieceeennn. (4,440) (5,637)
CASH FLOWS FROM FINANCING ACTIVITIES:
Net proceeds from issuance of common stocK.................... 17 60
Increase in restricted cash........ccccoeeveieiiiiiieeee e, 77) (278)
Payments on capital lease obligations............c..ccoccuvieenne. (1,680) (1,791)
Payments on debt, NeL.........vvviiiiiiiiiiccce e (3,642) (41)
Net cash used in financing activities...............cccvvveieieee.n. (5,382) (2,050)
EFFECT OF EXCHANGE RATES ON CASH AND CASt
EQUIVALENTS. ... eeeme e 458 14
NET INCREASE (DECREASE) IN CASH AND CASH
EQUIVALENTS . ...ciiiii ittt anneaee s (1,238) 1,778
CASH AND CASH EQUIVALENTS, beginningfperiod....... 16,050 14,272
CASH AND CASH EQUIVALENTS, end of periad............... $ 1481 $ 16,050

SUPPLEMENTAL CASH FLOW INFORMATION
Nonrcash investing and financing activities:
Property and equipment acquired under capital leases.. $ 412 $ 584

The accompanying notes are an integral part of these consolidated financial statements.
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PFSWEB, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
1. Overview

PFSweb, Inc. and its subsidiaries, including Supplies Distributorsahtt,eCOST.com, Inc. are collectively
referred to as the ACompany; o0 fASupplies Distributors?o
ifeCOSTO refers taonde GPFTS.weedbnd, rlenffceer s t o PFSweb,plied nc. anc
Distributors and eCOST.

PFSweb Overview

PFSweb is an internationalsiness process outsourcipgvider ofendto-endeCommercesolutionsto major
brand name companies seekingofmiimize their supply chain and tenhanceheir traditional andnline business
channels andhnitiatives in the United States, Canada, and Europe. PFSweb offers such services as professional
consulting, technology collaboration, managed web hosting and internet application development, order
management, webnabled custoer contact centers, customer relationship management, financial services
including billing and collection services and working capital solutions, information management, facilities and
operations management, kitting and assembly services, and interhatifiliment and distribution services.

Supplies Distributors Overview
Supplies Distributors, PFSweb ahdn f o Pr i nt Solutions Company (Al PS
(

Ricohandl nt er nati onal Busi ness ,hHdeemtdared i snasterodistdboitor adgreememts
underwhich Supplies Distributoractsas a master distributor of various products, primdRIg product.

) . é
I

0
il BM

Supplies Distributors has obtained certain financing (see Notes 3 and 4) that allows it to fund the working
capital requirements for the sale of primarily IPS products. Pursuathedransaction management services
agreements between PFSweb and Supplies Distributors, PFSweb provides to Supplies Didiréimsaction
management and fulfillment servicesich as mnaged web hosting and maintenance, procurement support, web
enabled customer contact center services, customer relationship management, financial services including billing
and collection services, information management and international distributiocesetSupplies Distributors does
not have its own sales force and relies updh Séles force and product demand generatidivities for its sale of
IPS products Supplies Distributors sells its products in the United States, Canada and Europe.

All of the agreements between PFSweb and Supplies Distributors were made in the context of a related party
relationship and were negotiated in the overal!l cont e
IPS. Although management believes tha tirms of these agreements gemerallyconsistent withfair market
values, there can be no assurance that the prices charged to or by each company under these arrangements are not
higher or lower than the prices that may be charged by, or to, unaffiliaird parties for similar services.

eCOST Overview

eCOST isa multicategoryonl i ne di scount -ocwtt@i dmrd ©0dmmaaterciandsa olsreand
selling products primarily to customers in the United States. eCOST offers produmisiialgrimary merchandise
categories, includingomputersn et wor ki ng, el ectroni cs andprojeetordcamerasai h me nt
and camcorders, memory and stordgé; o r  t hand dpartsnanad leisureeCOST carries products from leading
manufacturers such as Sony, JVC, Canon, HeviRattkard, DenonCuisinart SennheiserGarmin, Panasonic,
Toshiba and Microsoft.

The Companyés | iquidity has been negat iSwmoethgmergerpact ed
eCOSThasexperiened a netuseof cash primarily due toperatinglosses. As a result, the Company has had to
support eCOSTOs ¢ a siedudingopatatinglesses fhe anment ofdiitionalcash needed to
support eCOST operations will depend upworking apital requirements, bank financing availabilatg well as
e C O S tantmuedability to improve its financial results. Further advances to eCOST may be limited by the
Company6s current cash and futur e c asitfacifityobligatiomsrd may be
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In the event eCOST is unable to increase its revenue and/or gross profit from its presenit ieasi<ail to
complywith oneor more of the financial covenants required under its working capital line of.claedstuch event
absent a waiver, the working capital lender would be entitled to accelerate all amounts outstanding thereunder and
exercise all other rights and remedies, including sale of collateral and demand for payment under the Company
parent guaranty Any acceleation ofthe repayment of the credit facjlivould have a material adverse impact on
the Companydés financial condition and results of opera
have the financial ability to repay all of such obligatio

Management currently believes eCOST will me et the C
profitability. The Company has r e phegnniegmh2007/egciudingthenent i n
impact of any noftash impairment @rges,and expectgontinuedimprovement as a result of efforts to increase
sales, improve product mix aridrther improve operational efficienciealthough there can be no assurance that
these future improvements will be achieved. If eCOST does notarpettations, the Company anticipates that it
would be abl e to t er nfacitites l@uidate rensinibgl irvenory threugrOtBeT eeCOST
website and reduce certain personnel related costs as needed so as to minimize any material implaet upo
Companyd6s other segments.

2. Significant Accounting Policies
Principles of Consolidation

All intercompany accounts and transactions have been eliminated in consolidation.
Investment in Affiliates

Priority Ful fill mentwholyeowned sulessliary of BRRSweb, (hisl¢ &luances t@a
Supplies Distributorghat are evidenced by Subor di nated Demand Note (the AS
terms of certain of the Companyb6s debt edfNate cahniottbe e s , t
increased to more tharb.$ million or decreased tessthan .3 milionwi t hout pri or approval
lenders (see Notes 3 and 4). As of Decembe26@) and2008, the outstanding balance of the Subordinated Note
was %.0million and $.5million, respectively.The Subor dinate Note is eliminated
financial statements.

u
h
0

PFS has alsmade advances ®COST which aggregated1®.9 million and 0.6 million as of December 31,
200 and 20@, respectiely. Certaint er ms o f t he Co mpravidg that thedtetdd advahcascto | i t i e
eCOSTmaynot be | ess than $2.0 mill i on PwShaskeaived th@pprovalr appr o
of its lenderto advancancremental amounts subject tertain cash inflows to PFS, as definéal certain of its
subsidiariesand/or affiliatesincluding eCOSTif needed PFSweb has alsmlvancedeCOST $.0 million and $4.7
million as of December 3200 and 20®, respectively

Use of Estimates

The peparation of consolidated financial statemeatsl related disclosureim conformity with generally
accepted accounting principles requires management to juddgments estimates and assumptions that affect the
reported amounts of assets, liabilitiesjaeues and expenses and disclosure of contingent assets and liabilities. The
recognition and allocation of certaiavenues andperating expenses in these consolidated financial statements also
reqguire management esti mat es estinmtks aads assumgtions are sontinuallyT he  C.
evaluated based on available information and experience. Because the use of estimates is inherent in the financial
reporting process, actual results could differ from estimates.

Revenue and Cost Recognition
Depending on the terms of the customer arrangement, Supplies Distributors recognizes product revenue and
product cost either upon the shipment of product to customers or when the customer receives the product. Supplies

Distributors permits its customers teturn product for credit against other purchases, which include returns for
defective products (that Supplies Distributors then returns to the manufacturer) and incorrect shipments. Supplies
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Distributors provides a reserve for estimated returns and altmsaand offers terms to its customers that it believes
are standard for its industry.

Freight costs billed to customers are reflected as components of product revenue. Freight costs incurred are
recorded as a component of cost of goods sold.

Under the mster distributor agreements (see Note 6), Supplies Distributors bills IPS for reimbursements of
certain expenses, including: pass through customer marketing programs, including rebates and coop funds; certain
freight costs; direct costs incurred in passimgany price decreases offered by IPS to Supplies Distributors or its
customers to cover price protection and certain special bids; the cost of products provided to replace defective
product returned by customers; and certain other expenses as defipgliesSDistributorsincludes these
reimbursable amounts as they are incurred with a corresponding reduction in either inventory or cost of product
revenue. Supplies Distributors also reflects pass through customer marketing programs as a redbootion of
product revenue and cost of product revenue.

eCOST recognizes product revenue, net of estimated returns, promotional discounts, credit card fraud and
chargebacks, when both title and risk of loss to the products has transferred to the customer, @B8Chas
determined to occur upon receipt of products by the customer. eCOST generally requires payment by credit card
upon placing an order, and to a lesser extent, grants credit to business customers on normal credit terms. eCOST
permits its customers teturn defective product for credit against other purchases.

For product sales shipped directly from eCOSTdéds ven
related costs at the gross amounts charged to the customer and paid to the vendor lvesedlwatian otertain
criteria. e COSTo6s eval uat iobfactors,snclygiagrwheiherre€@ST Is ¢he gricharyon a n
obligor in the transaction, has latitude in establishing prices and selecting suppliers, takes title to the products sold
upon shipment, bears credit risk, and bears inventory risk for returned products that are not successfully returned to
third-party suppliers. eCOST recognizes revenue on extended warranties and other services for which it is not the
primary obligor on a et basis.

The Companybs service fee revenue primarily rel at
management/customer care services and (3) the reimbursementaffpogket and thirgparty expenses. The
Company typically charges its service fegenue on a cogllus basis, a percent of shipped revenue basis or a per
transaction basis, such as a per item basis for fulfilment services or a per minute basisdoalled customer
contact center services. Additional fees are billed for othercastv

Distribution services relate primarily to inventory management, product receiving, warehousing and fulfillment
(i.e., picking, packing and shipping) and facilities and operations management. Service fee revenue for these
activities is recognized asarned, which is either (i) on a per transaction basis or (ii) at the time of product
fulfillment, which occurs at the completion of the distribution services.

Order management/customer care services relate primarily to taking customer orders for thenCpréps c | i ent s
products via various channels such as telephoneceater, electronic or facsimile. These services also entail
addressing customer questions related to orders, as well aselosgupselling activities. Service fee revenue for
this adivity is recognized as the services are rendered. Fees charged to the client are on a per transaction basis based
on either (i) a praletermined fee per order or fee per telephone minutes incurred, (ii) a per dedicated agent fee, or
(iii) are included irthe product fulfillment service fees that are recognized on product shipment.

The Companyods bil |l i n gaf-potketrexpenges, mdudingstravel emdtcertairf thadyu t
vendor expenses such as shipping and handling costs and teleceoatioorcharges are included in passough
revenue. The related reimbursable costs are reflected as cost-tfrpagh revenue.

The Companyds cost of service fee revenue, represent
recognized asncurred. Cost of service fee revenue also includes certain costs associated with technology
collaboration and ongoing technology support that include maintenance, web hosting and other ongoing
programming activities. These activities are primarily penfed to support the distribution and order
management/customer care services and are recognized as incurred.
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The Company recognizes revenue and records trade accounts receivables, pursuant to the methods described
above, when collectability is reasonablsared. Collectability is evaluated in the aggregate and on an individual
customer basis taking into consideration payment due date, historical payment trends, current financial position,
results of independent credit evaluations and payrtenms. Relatedreserves are determined Iejther using
percentages applied to certain aged receivable categories based on historical results and are reevaluated and adjusted
as additional information is receivexnt a specific identification methodifter all attempts taollect a receivable
have failed, the receivable is written off against the allowance for doubtful accounts.

The Company primarily performs its services under one to-eae contracts that can generally be terminated
by either party. In conjunction Wi these longerm contracts, the Company sometimes receivesgiafites to
cover its implementation costs, including certain technology infrastructure and development costs. The Company
defers the fees received, and the related costs, and amortizegviiethe life of the contract. The amortization of
deferred revenue is included as a component of service fee revenue. The amortization of deferred implementation
costs is included as a cost of service fee revenue. To the extent implementation costs-témhmology
infrastructure and development exceed the fees received, the excess costs are expensed as incurred. The following
summarizes the deferred implementation revenues and costs, excluding technology and development costs that are
included in propdy and equipment (in thousands):

December 31, December 31,
2000 2008
Deferred implementation revenues
CUITENL....ocvvieeiciee et $ 3,948 $ 2,556
Noncurrent..........covveevevveeiiiieennn, 3,680 869
$ 7,628 $ 3,425
Deferred implementation costs
CUIMENL....coeiiieee e $1,621 $ 956
Noncurrent.......c.ccoeveveiievieceeeee. 1,394 288
$ 3,015 $1,244

Current and nofturrent deferred implementation costs, excluding technology and development costs, are a
component of prepaid expenses and other assets, respectively. Current -@modrerdrdeferred implementation
revenues, which may precede the timing of when the related implementation costs are incurred and thus deferred,
are a component afeferred revenuand other liabilities, respectively.

Concentration of Business and Credit Risk

The Companyds service fee revenue is generated under
relationships. No clients/customers exceeded 10% of consolidated revenue during the2@€aend 2008. A
summary of the customer and clienticentrations is as follows:

December 31, December 31,
2009 2008

Product Revenue (as a percentage (
Product Revenue):
Customer L.........cooovvviiiininiennnn, 11% 12%

Service Fee Revenue (as a percente
of Service Fee Revenue):

(O [T=Y o | 0 TN 7% 37%

(O [T=Y o | 2 15% 10%

Client 3. e 10% 6%
Accounts Receivable:

Customer/Client L........ccoeevevnneenn. 8% 11%

Customer/Client 2........ccocevevvreenn. 11% 8%

Client 1did not renew its contract with PRSfective January 2009, though certain project wasktinuedto
occurthroughApril 2002 PFS currently operates three distinct geographical contract arrangements with Client 2
which are aggregatedn the service fee revenupercentagereflected above.During 2010,Client 2 notified PFS
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that it is notrenewing two of its three contracts with PFS expiring during 2010

PFSweb has provided certain collateralized guarantee:
These subsidiariesé ability to o hificanflynmpdciechwithoutitresge on si
guarantees.

The Company has multiple arrangements with IBM and IPS and is dependent upon the continuation of such

arrangement s. These arrangement s, which are oritical
Di stributorsd ma st eand cceirsttariinbuafor Samgpleieene ntds stri butor s
agreements.Substantially al/l of the Supplies Distributorséo

from IPS. Supplies Distributas also relies upoh P Sséles force and product demand generaittivitiesand the
discontinuance@ f such services would have a mat er inadditanmp act u
Supplies Distributors has product sales to IBM and IPSniegs units and the Company has an IBM term master

lease agreement.

eCOSTb6s arrangements with its vendors are terminable
material adverse effect @ C O S Tindrgial position, results of operatis and cash flows. Sales of HP and-HP
related products representédo of e COST b6 s 20® (11%rokconsatidatedsnet irerenues)d43% of
e COSTOs n e t2008 (22 oé aonsa@idated net revenues).

Cash and Cash Equivalents

Cash equivalas are defined as sheadrm highly liquid investments with original maturities, when acquired, of
three months or less.

Restricted Cash
Restricted cash includes the following items (in thousands):

December 31, December 31,

200 208
Custoner remittances................... $ 1,364 $ 458
Bond financing (see note 4)......... 732 1,550
Total restricted cash.................. $ 2,096 $ 2,008

In conjunction with certain of its financing agreements, Supplies Distributors has granted to its lenders a security
interest in certa customer remittances received in specified bank accounts (see NoA Becember 31200
and2008, these bank accounts h&lil2 million and$0.2 million, respectivelywhich was restricted and can only be
used to reduce the outstanding debt.

In corjunction with certain of its financing agreements, eCOST has granted to its lender a security interest in
certain customer remittances received in specified bank accounts (see Nuotéhd}h years endeBecember 31,
2009 and 2008 these bank accounts He$02 million, which was restricted and can only be used to reduce the
outstanding debt.

Other Receivable

Other receivables include8® million and 9.6 million as of December 312000 and 2008, respectively,
primarily for amounts due fronlPS and IBM for costs incurred by the Company under the master distributor
agreements (see Note 6n addition, other receivables included.@million and $.5million as of December 31,
2009 and 20@, respectively, applicable to value added tax receivables.

Inventories

Inventories (all of which are finished goods) are stated at the lower of weighted average cost or market. The
Company establishes inventory reserves based upon estimates of declines in values due to inventories that are slow
moving or obsolete, @ess levels of inventory or values assessed at lower than cost.
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Supplies Distributors assumes responsibility for stowewving inventory under certain master distributor
agreements, subject to certain termination rights, but has the right to return pesdiered obsolete by engineering
changes, as defined (see Note 6). In the event PFSweb, Supplies Distributors and IPS terminate the master
distributor agreements, the agreements provide for the parties to mutually agree on a plan of disposition of Supplies
Distributorsé then existing inventory.

Supplies Distributors6 itmansietimt hasnbtdeen receivet hy dhe Companycbhta ndi s
that has been shipped and invoiced by SupplentwiesinDi stri b
transit is included in accounts payable in the accompanying consolidated financial statements.

eCOST inventories include goodstmansit to customers.

The Company reviews inventory for impairment on a periodic basis, but at a minimum ariReabverability
of the inventory on hand is measured by comparison of the carrying value of the inventory to the fair value of the
inventory. The dlowance for slow moving inventory w&k2.0 million and $2.1 million as of December 312009
and2008 respectively

Property and Equipment

The components of property and equipment as of December 3ag6@0@ are as follows (in thousands):

December 31, December 31,

20 208 Depreciable Life
Furniture and fixtures.............ccccvvveeviinen, $ 19552 $ 19,15 2-10 years
Purchased and capitalized software casts 19311 17,490 3-5 years
Computer equipment.........cccceeeevvieeenne. 11,887 10,774 3-5 years
Leasehold improvements.............ccccceeueee. 7,838 7,628 3-5years
Other. .o, 1,003 571 3-5 years
59,591 55,589
Lessaccumulated depreciatiand
AMOrtiZation...........uvvveiiiieeeiieeieeeciiieeee (49.277) (43,483
Property and equipment, net................ $ 10314 $ 12,106

The Company makgsidgments and estimates in conjunction with the carrying value of these assets, including
amounts to be capitalized, depreciation and amoidizanethods and useful lives. Additionallthe Company
reviews long-lived assets for impairment whenever events or changes in circumstances indicate that the carrying
amount of an asset may not be recoverabte Companyecord impairment losses in the period in whitte
Companydetermine that the carrying amount is not recoverable. Recoverability of assets to be held and used is
measured by a comparison of the carrying amount of an asset to future net cash flows expected to be generated by
the asset. This may requitlee Companyto make julgments regarding lorgrm forecasts of our future revenues
and costs related to the assets subject to review. During 2009 and 2008, no impairment of property and equipment
was identified or recorded.

Property and equipment are stated at cost and aredajed using the straighbe method over the estimated
useful lives of the respective asseBapitalized implementation costs are depreciated over the respective client
contract periodsLeasehold improvements are amortized over the shorter of ¢fid life of the related asset or the
remaining lease termDepreciation and amortization expense related to property and equipment, excluding capital
leases, during 2009 and 2008 was $5.0 million and $4.1 million, respectively.

The Comp any ddsundprrcapifpldeatesyambuet to approximatély #illion and $8.4 million, net of
accumulated amortizatiprof approximately $.7 million and 8.4 million, at December 312009 and 2008,
respectively.Depreciation andraortization expense related tapital leases during 2009 and 2008 was $1.7 million
in both years.

Intangible Assets

The Companymakes judgments and estimates in conjunction with the carrying value of intangible assets,
including amounts to be capitalized, depreciation and amortization methddsseful lives. Additionallythe
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Companyreviews intangible assets for impairment whenever events or changes in circumstances indicate that the
carrying amount of an asset may not be recoverable.Companyecord impairment losses in the period in which

the Companyetermines thatthe carrying amount is not recoverable. Recoverability of assets to be held and used is
measured by a comparison of the carrying amount of an asset to future net cash flows expected to be generated by
the asset. This may requitlee Companyto make judgments regiing longterm forecasts of our future revenues

and costs related to the assets subject to review.

In 2008, the Compangtetermined thatertain of itsidentifiable acquired intangible assets were impaired. The
determination was based on the carrying ®al@exceeding the future undiscounted cash flows and fair value
attributable to such intangible assets. As a rethdt,Companyecordeda norcashimpairment charge of455
million during 2008, which represead the difference between the estimated failues of these lonlived assets
and their carrying values. Fair values were determined based upon market conditions, the relief from royalty

approach which utilized cash flow projections, and other factors.

There are no residual values for any of thimmgible assets subject to amortization acquired during the eCOST
acquisition. The Company is amortizing the intangible assets acquired on a dimaidatsis over their estimated

remaining useful livesDefinite lived intangible asset®nsist of (inthousands):

Trademark Customer

Name Relationships
Fair value at acquisition.................... $ 4635 $ 2,745
Impairment charge incurred in 2008... (2,756) (1,011)
Adjusted fair value..........cccccoverveennn, $ 1879 $ 1,734
Trademark Customer Other
Name Relationships Intangibles Total
As of December 31, 2008
Accumulated amortization................ (1,352) (1,734) (20) (20)
Net carrying value...........cccccvveeeennne. $ 527 % - $ 434 $ 961
As of December 31, 2009
Accumulated amortization................ (1,457) - (71) (51)
Net carrying value...........cccccvveeeennne $ 422 3% - $ 383 $ 805

The estimated remaining useful life of the trademark name is four years as of December 31, 2009.

Amortization expense for intangible assets was $0.1 million for the year ended December 31, 2009 and $0.8
million for the year endd December 31, 2008. Subsequent to the 2008 impairment charge, amortization expense
for intangible assets is estimated to be approximately $0.1 million annually for each year through the period ending

December 31, 2013.

Goodwill

The Company acquirede@T because of the strategic
commerce platform with PFSwebdés advanced

benefits expe
technol ogy a

combined company with the enhanced ability to expand its marketishtheefast growing web commerce market.
Such benefits are the primary factors that contributed to a purchase price that resulted in the recognition of goodwiill.

The excess of the purchase price over the fair value of the net identifiable assets emuplitedbilities
assumed was allocated to goodwill and is included in the eCOST reportable segment. Goodwill, which is not
deductible for tax purposes, is not being amortized but is subject to an impairment test each year, usialya fair

based approach

The Companyerforns its annual goodwill impairment tesis ofDecember 31.Dur i n g

t he200Bo mpany o

annual analysis of the carrying value of goodwile Company determined the carrying value of goodwill exceeded
its fair value, which resulted inr@on-cash writeoff of goodwill of $11.8 million In 2008, & a result of the decline
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in stock pricethe market capitalization plus an implied control premium fell significantly below the recorded value

of its consolidated net assets as of the testirig.din performing the goodwill impairment tete Companysed

current market capitalization, control premiums, discounted cash flows and other factors as the best evidence of fair
value. The remaining balance of goodwill related to eCOST, after thgairment charge, was $3.6 million. No
impairment was identified in the 2009 annual impairment test.

Foreign Currency Translation and Transactions

For the Companydés Canadian and European operatsions, t
and liabilities are translated at exchange rates in effect at the end of the period, and income and expense items are
translated at the average exchange rates for the period.

The Company includes currency gains and losses on-tgnortintercompany adnces in the determination of
net income and loss. Currency gains and losses, including transaction gains and losses and thosterom short
intercompany advances, included in net loss were nes gaiapproximately §.1 million for both years ended
Deember 31200 and200. The Company reports gains and losses on intercompany foreign currency transactions
thatareofalong er m i nvest ment nature as a separate component

Impact of Recently Issued Accounting Standards

On Janugy 1, 2009, the Company adoptede F nanci al Accounti ngFASBtnemdar ds
accounting guidance for the fair value measurement of alfinancial assets and liabilities. The guidadetayed
the effective datéor the treatment of certaimon-financial assets and ndimancial liabilities, except those that are
recognized or disclosed at fair value on a recurring basis, at least annually, until fiscal years beginning after
Novemberl5, 2008, and interim periods within those fiscal ye@rse adoption of this guidancdid not have a
material impacton h e C o rognsolidgtéddinancial statements.

On January 1, 2009, the Company adopted new guidance contained in FASB Accounting Standards Codification
(AASCO) 8 0 5 ,d they méthodhohardumtinggor business combinations. Under ASC 805, an acquiring
entity is required to recognize all the assets acquired and liabilities assumed in a transaction at the adatgisition
fair value with limited exceptions. ASC 805 requires that traimacists such as legal, accounting and advisory
fees be expensed and requires a substantial number of new discldshisasew standard did not haveyaimpact
ont h e C o mgsohdgtéddinancial statements.

On January 1, 2009, the Company adoptesv guidance contained in ASC 810, which establishes new
accounting and reporting standards for noncontrolling interests in a subsidiary and for the deconsolidation of a
subsidiary. The adoption of the statement did not hawy ampact ont h e C o ntpnaotidatédsfinancial
statements.

On Januaryl, 2009,the Companydopted the applicable sections of ASC-380which amends the factors that
should be considered in developing renewal or extension assumptions used to determine the useful life of a
recogrized intangible asset. ASC 3830 applies prospectively to all intangible assets acquired after Jahuary
2009, whether acquired in a business combination or otherwise. The adoption of the applicable sections of ASC 350
30 will impactt h e C o napcauriyg&os new intangible assets acquired in business combinations that occur
after Januaryt, 2009. The adoption of thiguidancedid not have ay i mp a c t on the Companyo6s
financial statements.

In May 2009, the FASB updated, attte Companyadopted, theSubsequent Event®pic of the FASB ASC to
establish general standards of accounting for and disclosure of events that occur after the balance sheet date but
before financial statements are issued or are available to be issued. This topés rkguidisclosure of the date
through which an entity has evaluated subsequent events and the basis for that date, that is, whether the date
represents the date the financial statements were issued or were available to be issued. This topic waa effective
the first interim period ending after June 15, 2009 and amended on February 24, 2010. The adoption of this update
did not have a materi al i mpact on the Companyés financi
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In June 2009, thé&ASB issued ASU 20091, Generally Accepted Acaating Principlesand approved the
FASB Accounting Standards Codification (ACodificationo
US GAAP. The Caodification does not change previous US GAAP, but is intended to simplify user access to all
auhoritative US GAAP by providing all the authoritative literature related to a particular topic in one place. All
prior accounting standard documents will be superseded and all aitbeunting literature not included in the
Codification will be consideredon-authoritative. ASU 20091 iseffective for interim and annual periods ending
after September 15, 20009. The i mplementation of t hi
consolidated financial statements.

In October 2009, the FASB issuedddunting Standards Update (ASR)0913, Multiple-Deliverable Revenue
Arrangementsi a consensus of the FASB Emerging Issues Task Ror@mend certain guidance PASB
Accounting Standards CodificatiBh (ASC) 605, Revenue Recognitipf 5, i MEidment Asrangementd T h e
amended guidance in ASED5-25 (1)modifies the separation criteria by eliminatitige criterion that requires
objective and reliable evidence of fair value for the undelivered item(s)(2miiminates the use of the residual
method of allocation and instead requires that arrangement consideration be allocated, at the inception of the
arrangement, to all deliverables based on their relative selling price.

The FASB also issued ASRD0914, Certain Revenue Arrangements That Inclgftware Element$ a
consensus of the FASB Emerging Issues Task Faoceamend the scope of arrangements under 288C
Software6 0 5 , ifRevenue Recognitiono to exclude tangible pr
software components thatfuné on t oget her to deliver a productés essen

The amended guidance in ASC 625 and AS(85-605 is effective prospectively for revenue arrangements
entered into or materially modified in fiscal years beginning on or after Imn2010, vith early application and
retrospective application permitted. The Company is in the process of evaluating the impact the amendments to
ASC605-25 and ASM85-605 will have on its consolidated financial statements.

Income Taxes

For federal income tax pposes, tax years that remain subject to examination include yedrsh260gh 200.
However, the wutilization of net oper at 5regainlsubegto( A NOL 0
examination through the years such carryforwards arezedili For Europe, tax years that remain subject to
examination include yea2006to 2009 However, the utilization of NOL carryforwards that arose prio2Q66
remain subject to examination through the years such carryforwards are utilized. For @Gangelars that remain
subject to examination include ye&@02to 2009 depending on the subsidiary. For state income tax purposes, the
tax years that remain subject to examination include y&204to 2009 depending upon the jurisdiction in which
the Company files taxeturns. The Company and its subsidiaries have various state income tax returns in the
process of examination or administrative appeals. The Company does not expect that these examinations will result
in unrecognized tax benefits.

3
Y

Defared tax assets and liabilities are recognized for the future tax consequences attributable to differences
between the financial statement carrying amounts of existing assets and liabilities and their respective tax bases.
Deferred tax assets and liab#isi are measured using enacted tax rates expected to apply to taxable income in the
years in which those temporary differences are expected to be recovered or settled. The effect on deferred tax assets
and liabilities of a change in tax rates is recognizedihcome in the period that includes the enactment date.
Valuation allowances are established when necessary to reduce deferred tax assets to the amount more likely than
not to be realized.

The Company recognizes interest and penalties related tondaetgiositions in income tax expense.

Self Insurance

The Company is selfisured for medical insurance benefits up to certain&teplimits. Such costs are accrued
based on known c¢claims and an est i matIBNRaxhimsareestimated d , but
using historical lag information and other data provided by claims administrators.
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Fair Value of Financial Instruments

The carrying value of the Companyds financiahtsinstrul

receivable, accounts payable and debt and capital lease obligations, approximate their fair values based on short
terms to maturity or current market prices and interest rates.

Comprehensive Income (Loss)

Comprehensive income (loss) is defined as ¢hange in equity (net assets) of a business enterprise during a
period from transactions and other events and circumstances froowman sources. Comprehensive income (loss)
consists of net income (loss) and foreign currency translation adjustments.

Net Loss Per Common Share

Basic and diluted net loss per share is computed by dividing net loss by the weigirteage number of
common shares outstanding for the reporting period. Stock options not included in the calculation of diluted net loss
per shae for the years endddecember 312009 and 2008, were 1.8 million and 1.4 million, respectively, as the
effect would be antlilutive.

Cash PaidFor Interest and Taxe®Puring Year

The Company made payments for interest of approximatey rdillion ard $1.7 million and income taxes of
approximately $.7 million and$1.6 million during the years ended December 3009 and2008, respectively (see
Notes 3, 4 and 8).

Advertising Costs

Advertising expenses fahe Company, which relate ®COST, includig those for catalog, internet and other
methods, were (69 million for each of theyears enthg December 31200 and 2008 and are included in selling,
general and administrative expenses.
Reverse Stock Split

On June 2, 2008, the Company effected-farid.7 reverse spli'Reverse Split") of the Company's common
stock. Pursuant to th&keverse Split, the common stock was combined and reclassified baseatiorod4.7 shares
of issued and outstanding common stock baiombined and reclassified intme share of common stock. All
shareandper sharemounts for common stoclarrans andstockoptions have been restated to reflect the Reverse
Split on aretro-active basis.
Reclassifications

Prior year dataelated to deferred revenue, accrued egpserand interest expense, havebeen reclassified to
conform to the current period presentation. These reclassifications had no effect on previously reported net income
(loss) or shareholders' equity.

3. Vendor Financing

Outstanding obligationsndler vendor financing arrangements consist of the following (in thousands):

December 31, December 31,
2009 2008
Inventory and working capital financing agreements:
UNIted StatES....cveeiveeieeeie e eieeeeee et $ 16,073 $ 23,885
BUIOPE....coceeecee e 15,649 16,422
TOtAL oot $ 31722 $ 40,307
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Inventory and Working Capital Financing Agreement, United States

Supplies Distributors has a sheetm credit facility with IBM Credit LLC to finance its distribution of IPS
products in the United States, providing finangcifor eligible IPS inventory and certain receivables up to $30.5
million through its expiratiorin March 2010. As of December 312009, Supplies Distributors ha$4.0 million of
available credit under this facility. The credit facility contains crossultefmovisions, various restrictions upon the
ability of Supplies Distributors to, among others, merge, consolidate, sell assets, incur indebtedness, make loans and
payments to related parties (including entities directly or indirectly owned by PFSweb,phovide guarantees,
make investments and loans, pledge assets, make changes to capital stock ownership structure and pay dividends, as
well as financial covenants, such as annualized revenue to working capital, net profit after tax to revenué, and tota
liabilities to tangible net worth, as defined, and are secured by certain of the assets of Supplies Distributors, as well
as a collateralized guaranty of PFSweb. Additionally, PFS is required to maintain a minimum Subordinated Note
receivable balance fno Supplies Distributors of 0 milionand a mi ni mum sharehol dersd e
Borrowings under the credit facility accrue interest, after a defined free financing period, at prime rate plus 0.5%
(3.75% as obothDecember 31200 and2008). The facility also includes a monthly service fee.

On March25, 201Q Supplies Distributors entered into an amended credit facility with IBM Credit LLC, which
extends the termination date througpril 2011, modifies certain financial covenarasd redaes the minimum
Subordinated Note balance $8.5 million. Given the structure of this facility and as outstanding balances, which
represent inventory purchases, are repaid within twelve months, the Company has classified the outstanding
amounts under thifacility as accounts payable in the consolidated balance sheets.

Inventory and Working Capital Financing Agreement, Europe

Supplies Di stributorsd Ederno gesdiafacilitg with $BMdBelgiumi Fenanciah ave a
Services SgAumbpil BM Beéelnance di str i Bhetassa based €redit fRcility pr o d u ¢
with IBM Belgium provides up tal6é million Euros (approximately 23.0 million at December 312009) in
inventoryfinancingand cash advances based on eligible irorgréind accounts receivalilerough its expirationni
March 2010. As of December 312009, Supplies Distribut ords/énilidhuEurospean su
(approximately $.8 million at December 312009 of available credit. The credit facility contaircross default
provisions, various restrictions upon the ability of Supplies Distributors and its European subsidiaries to, among
others, merge, consolidate, sell assets, incur indebtedness, make loans and payments to related parties (including
entities drectly or indirectly owned by PFSweb, Inc.), provide guarantees, make investments and loans, pledge
assets, make changes to capital stock ownership structure and pay dividends, as well as financial covenants, such as
annualized revenue to working capitaét profit after tax to revenue, and total liabilities to tangible net worth, as
defined, and are secured by <certain <ulfsidiaryhas welh ass et s of
collateralized guaranties of Supplies Distributors and PFSwebitidwklly, PFSweb is required to maintain a
minimum Subordinated Note receivable balance from Supplies Distributor$.@fndillion and a minimum
sharehol der s & e qBorrowiggs enfler thelc&dit Gacilityiadciue intemasEuribor plus B4% for
cash advances, andfter a defined free financing period, at Euribor plud3% for inventory financings. 4 of
December 312009there were n@utstanding cash advances dhe interest rate wa 7% on the $15.6 million of
outstanding inventorfinancings As of December 31, 2008 the interest rate was 4.1%Suppl i es Di stri
Europearsubsidiarypays a monthly service fee on the commitment.

On March25, 2010 Supplies Distributorsd Europeanlilitywthsi di ar i
IBM Belgium, which extends the termination date througpril 2011, modifies certain financial covenarasd
reduces the minimum Subordinated Note balanc&3é million. Given the structure of this facility and as
outstanding balances, whialepresent inventory purchase, are repaid within twelve months, the Company has
classified the outstanding amounts under this facility as accounts payable in the consolidated balance sheets.
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4. Debt and Capital Lease Obligations:

Outstanding obligdons under debt and capital lease obligations consist of the following (in thousands):

December 31, December 31,
200 2008

Loan and security agreements, United States:

Supplies Distributors..........ccccccecveecieiieeeee e, $ 8,921 $ 9,649

PSS e 6,000 6,000
Credit facility - €COST .....cccoiiiiiiiiieeiieeee e - -
Factoring agreement, EUrOPE...........cccovvvviiiiiccaeeennne 1,074 2,577
Taxable revenue bonds........cccccceeeeiiiiiiiiccc, 2,400 3,200
Master lease agreements..........cccccovevvvvieeeieeeeeeeninnen, 3,467 4,657
L@ 1 = PSR 665 1,119

TOtAl e 22,527 27,202
Less current portion of lontgrm debt.......................... 19,179 22,251

Long-term debt, less current portion....................... $ 3348 $ 4951

Loan and Security Agreemetit Supplies Distributors

Supplies Distributors has a loan and security agreement with Wachovia Bank, N.A. ("Wachovia") to provide
financing for upto $25 million of eligible accounts receivable in the United States and Canada. As of December 31,
2009, Supplies Distributors hadd® million of available credit under this agreement. The Wachovia facility expires
on theearlier of Marchi2011or the dateon which the parties to the IPS master distributor agreement (see Note 6) no
longer operate under the terms of such agreement and/or IPS no longer supplies products pursuant to such
agreement. Borrowings under the Wachovia facility accrue interest a¢ pabgplus 0.25% to 0.75%r Eurodollar
rate plus2.5% to 3.0%, dependent on excess availability, as defined. The interest rate as of Decerdbé08hs
3.7%3% for $5.9 million of outstanding borrowings an2l23% for $3.0 million of outstanding borrowigs. As of
December 312008 the interest rate wak0% for $6.6 million of outstanding borrowings ari5% for $4.0 million
of outstanding borrowingsThis agreement contains cross default provisions, various restrictions upon the ability of
Supplies Dstributors to, among other things, merge, consolidate, sell assets, incur indebtedness, make loans and
payments to related parties (including entities directly or indirectly owned by PFSweb, Inc.), provide guarantees,
make investments and loans, pledgeetsanake changes to capital stock ownership structure and pay dividends, as
well as financial covenants, such as minimum net worth, as defined, and is secured by all of the assets of Supplies
Distributors, as well as a collateralized guaranty of PFSwelditidnally, PFSweb is required to maintain a
Subordinated Note receivable balance from Supplies Distributors of no lessitBamilion and may not maintain
restricted cash ofmore than $5.0 million, and is restricted with regard to transactions wititerk parties,
indebtedness and changes to capital stock ownership structure. Supplies Distributors has entered into blocked
account agreements with its banks and Wachovia pursuant to which a security interest was granted to Wachovia for
all U.S. and Cardian customer remittances received in specified bank accounts. At Decembzd031and
December 312008, these bank accounts heldl. 8 million and .1 million, respectively, which was restricted for
payment to Wachovia.

Loan and Security Agreemerit PFSweb

PFS has a Loan and Security Agreement (AComerica Ag
Comerica Agreement provides for up to $10.0 million of eligible accounts receivable findmcnghMarch 2010.
As of December 312009, PFS had %8 million of available credit under this facility.Borrowings under the
Comerica Agreement accrue interest at a defined rate, which will generally be prime rate plus 2%, with a minimum
of 4.5% (5.25% and 4.25%t December, 31, 2008nd 2008, respectively The Comerica Agreement contains
cross defaul't provisions, various restrictions wupon P
assets, incur indebtedness, make loans and payments to related parties (including entities diredtgctbr ind
owned by PFSweb, Inc.jnake capital expendituresjake investments and loans, pledge assets, make changes to
capital stock ownership structure, as well as financial covenants of a minimum tangible net worth of $20 million, as
defined, a minimum eaings before interest and taxes, plus depreciation, amortization archslortompensation
accruals, if any, as defined, and a minimum liquidity ratio, as defined. The Comerica Agreement restricts the amount
of the subordinated note receivable from SwgmplDistributors to a maximum of$% million. The Comerica

66



Agreement is secured by all of the assets of PFS, as well as a guarantee of PFSweb, Inc.

On March25, 201Q PFS entered into an amended agreement with Comerica, which extends the termination date
through March2011, modifies certain financial covenardaad provides the approval for PFS to advance incremental
amounts subject to certain cash inflows to PFS, as defined, to certain of its subsidiaries and/or affiliates, including
eCOST, if needed.

Credit Facility T eCOST

eCOST has an asdatised line of credit facility of up to $7.5 million from Wachovia, through @y1, which
is collateralized by substant i akfaglity aré limited fo a pe@éhBgedfs as s e
eligible accounts receivable and inventory. Outstanthogowingsunder the facility bear interest at rates ranging
fromprimeratepl us 0. 75% to 1.25% or Eurodollar rate plus 3.0%9
There were no outstanding fbowings as of December 31, 2009 or 2008s of December 312009 eCOST had
$1.0 million of letters of credit outstanding and.@ million of available credit under this facility. In connection with
the line of credit, eCOST entered into a cash manageareangememvh er eby eCOST6s operatin
considered restricted amsgvept and used to repay outstanding amounts under the line of &edif.December 31,
2009 and December 31, 2008, the restricted cash amount was $0.2 million in each péeodredit facility
restricts eCOSTO6s ability to, among other things, mer (
investments and payments to subsidiaries, affiliates and related parties (including entities directly or indirectly
owned by PFSweb, Inc.), make investments and loans, pledge assets, make changes to capital stock ownership
structure, and requires a minimum tangible net worth of $0, as defined. PFSweb has guaranteed all current and
future obligations of eCOST under thisdiof credit.

Factoring Agreement

Supplies Distributorsé European subsidiary has a fac
(AFortiso) to provide factor i nglOBmilion atecénmber 312089 omi | | i on
eligible accounts receivablethrough March2011 This factoring agreement is accounted for as a secured
borrowing. As of December 312009, Supplies Distributorsd Edbwiioman subs
Euros (.2 million) of available credit nder this agreement. Borrowings accrue intereBuaibor plusl.2% (1.6%
and 3.5% at December 312009 and 2008 respectively. This agreement contains various restrictions upon the
ability of Supplies Di stri but oriags, mErge; ocopselidate asduificsri di ar vy
indebtedness, as well as financial covenants, such as minimum net worth. This agreement is secured by a guarantee
of Supplies Distributors, up to a maximum of 200,000 Euros.

Taxable Revenue Bonds

PFS has a Loan Agreenten wi t h t he Mi ssi ssippi Business Finance Co
the issuance by the MBFC of $5 million MBFC Taxable Variable Rate Demand Limited Obligation Revenue Bonds,
Series 2004 (Priority Ful fiolnldmeént Selrhvei cMBFEC Ilnccan eRdr otjh
Bonds to PFS for the purpose of financing the acquisition and installation of equipment, machinery and related
assets located in the Companyds Southavenstatdhagalbld ssi ppi
rate 0.6% as of December 32009), as determined by Comerica Securities, as Remarketing Agent. PFS, at its
option, may convert the Bonds to a fixed rate, to be determined by the Remarketing Agent at the time of conversion.

The primarys our ce of repayment of the Bonds is a letter of
pursuant to a Reimbursement Agreement between PFS and Comerica under which PFS is obligated to pay to
Comerica all amounts drawn under the Letter of Cretllie Letter of Credit has a maturity date of Af@@11 at
which time, if not renewed or replaced, will result in a draw on the undrawn face amount thereof. If the Letter of
Credit is renewed or replaced, the Bonds require future principal repaymer@8Q0@0 in Januargf each year
through 2012.P F Slifligations under the Reimbursement Agreement are secured by substantially all of the assets
of PFS including restricted cash oD% million and a Company parent guarantee.
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Debt Covenants

To the exént the Company or any of its subsidiaries fail to comply with its covenants applicable to its debt or
vendor financing obligations, including the monthly financial covenant requirements and required level of
sharehol dersé equityll oithe lengdrs aecelaratehthe repayrdent ofnttee credit fadility
obligations, the Company would be required to repay all amounts outstanding thereunder. In particular, in the event
eCOST is unable to increase its revenue and/or gross profit from itsiplesels,if PFS service fee revenue
declines from expected levels and it is unable to reduce costs to correspond to such reduced revenue levels or if
Supplies Distributors revenue or gross profit declines from expected levels, such events may rdwalach af
one or more of the financial covenants required under its working capital line of ctadstuch event, absent a
waiver, the working capital lender would be entitled to accelerate all amounts outstanding thereunder and exercise
all other right and remedies, including sale of collateral and demand for payment under the Company parent
guaranty. Any acceleration of the repayment of the credit facilities would have a material adverse impact on the
Companyb6és financi al catiamsland rio assuraaae dan beegiven|thiatsthe €dmpamypveould
have the financial ability to repay all of such obligation8s of December 31, 2009, the Company was in
compliance with all debt covenants.

Master Lease Agreements

The Company has a Term Ledda st er Agreement with | BM Credit (AMast
for leasing or financing transactions of equipment and other assets, which generally have terms of three years. The
amountsoutstandingunder this Master Lease Agreement w$ieb million and $L.7 million as of December 31,

2009 and2008, respectivelywhich are secured by the related equipment (see Note 2).

The Company has twothermaster agreements with financing companies that provide for leasing or financing
transactions of @rtain equipment. The amounts outstanding under these agreements as of Dece®®r 81d
2008 were $.9million and H&.5million, respectively, and are secured by the related equipment.

The Company has other leasing and financing agreements anantiiue to enter into those arrangements as
needed to finance the purchasing or leasing of certain equipment or other assets. Borrowings under these agreements
are generally secured by the related equipment.

Debt and Capital Lease Maturities

T he Co sgaggreggted maturities of debt subsequent to December 3la@08as follows (in thousands):

Fiscal year ended December 31,

20010 $17,993
2010 e 2,122
2002 .. 278
2003 e 184
2004 ... 35
Thereafter.....cccuivieeiiiee e, -

B o) =1 IO TP $20612

The following is a schedulsfo t he Companyds future minimum | ease payr
with the present value of the net minimum lease payments as of December@®(n2006usands):

Fiscal year ended December 31,

2000, ..ttt e e bbb e e rae e sbreeenes $ 1,279
2000 br e 601
2002 et e e nnae e e aneee e 164
120 7SS T
THErEAMtEr .. .o i
Total minimum lease payments.............cooeeeeeccceeeee e, $ 2,044
Less amount representing interest at rates ranging4révh
EO 16,30, et (129
Present value of net minimum lease payments................ccc..c. 1,915
LeSS: CUMENE POITION. .. ..uueiiiiiiiiiieeie ettt e et e e e (1.186)
Long-term capitaléase obligations............ccccccoeeiiiiiiaacnnn. $ 729



5. Stock and Stock Options

On June 2, 2008, the Company effectedfarid . 7 reverse split (AReverse Split
stock. Pursuant to the Reverse Split, the common stock was combined and reclassified basedai & rshares
of issued and outstanding common stock being combined and reclassified into one share of common stock. No
fractional shares were issued in connection with the Reverse Split. Shareholders who were entitled to fractional
shares receivedash in lieu of fractional shares. All shaper sharewarrant and optioamounts have been restated
to reflect the Reverse Split on a retrctive basis.

Preferred Stock Purchase Rights

On June 8, 2000, t he Companyidend ddtabatiord of oné préderredestodk o r s d ¢
purchase right (a ARighto) for each share of the Comp:
share of common stock issued thereafter. Each Right entitles the registered shareholders to purchihee from
Company one onthousandth of a share of preferred stock at an exercise pric®l4f3, subject to adjustment.

The Rights are not currently exercisable, but would become exercisable if certain events occurred relating to a
person or group acquiringr attempting to acquireOp er cent or more of the Company
common stock. The Rights expire on July 6, 2010, unless redeereddngedr extendedy the Company

Employee Stock Purchase Plan

The Company offers the PFSweb Emploge oc k Pur chase Plan (the AStock Pu
under Section 423 of the Internal Revenue Code of 1986, to provide employees of the Company an opportunity to
acquire a proprietary interest in the Company. The Stock Purchase Plan pexchit$).S. employee who has
completed 90 days of service to elect to participate in the plan. Eligible employees may elect to contribute with
aftertax dollars up to a maximum annual contribution of $25,000. The Stock Purchase Plarsgioo\adguisition
of the Companyds ¢ o mmtothne nsatket cakie am the date 6f furctases dhe «Contpany has
reserved).9 million shares of its common stock under the Stock Purchase Plan. During the years ended December
31,20 and2008, the Company is®d 17,070and7,522shares under the Stock Purchase Riespectively. As of
December 312009, there werel33,571shares available for further issuance under the Stock Purchase Plan.

Stock Options and Stock Option Plans

The Companyrecognizescompenston cost for all sharbased payments based on the grant date fair value.
Compensation cost is recognized on a strdighet basis, net of estimated forfeitures, over the requisite service
period of each award.

Stock-based compensation charged againsbine was$0.4 million and $0.5 million for the years ended
December 312009and2008 respectively As of December 312009 there was $8.million of total unrecognized
compensation costs related to unvested stock options, which is expected to beedcoger a weighted average
period of approximately 1.years.

As of December 312009, the Company had the following shdvased compensation plans:
PFSweb Plan Options

The Company has an Employee Stock and Incentive Plan and an Outside DiredtoD@ion and Retainer
Plan under which an aggregate3qf17,341shares of common stottave beem ut hor i zed f or i ssuanc
Options Planso) and an out st an/did6shgressvere ariginally puthoriged fora gr e e m
issuance The Stock Option Plans provide for the granting of incentive awards in the form of stock options to
directors, executive management, key employees, and outside consultants of the Company. The rights to purchase
shares under the employee stock optionegemnts typically vest over a thegear period, onéwelfth each quarter.
Stock options must be exercised within 10 years from the date of grant. Stock options are generally issued such that
the exercise price i s equaktommanstockathewatedfgdant. val ue of t he
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